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Preface
This AICPA Audit and Accounting Guide has been updated to reflect the provisions of FASB Accounting Standards Update (ASU) No.
2015-07, Fair Value Measurement (Topic 820): Disclosures for Investments in Certain Entities That Calculate Net Asset Value per Share
(or Its Equivalent) (a consensus of the FASB Emerging Issues Task
Force), and FASB ASU No. 2015-12, Plan Accounting: Defined Benefit Pension Plans (Topic 960), Defined Contribution Pension Plans
(Topic 962), Health and Welfare Benefit Plans (Topic 965): (Part I)
Fully Benefit-Responsive Investment Contracts, (Part II) Plan Investment Disclosures, (Part III) Measurement Date Practical Expedient
(consensuses of the FASB Emerging Issues Task Force). For plans that
are not early adopting these ASUs, the AICPA is continuing to offer
the 2015 edition of the AICPA Audit and Accounting Guide Employee
Benefit Plans as a resource for users following the requirements prior
to the effective date of these ASUs.
(Updated as of January 1, 2016)

This guide was prepared by the Employee Benefit Plans Committee.

About AICPA Audit and Accounting Guides
This AICPA Audit and Accounting Guide has been developed by the AICPA
Employee Benefit Plans Expert Panel and the Guide Overhaul Task Force
to assist management of employee benefit plans in the preparation of their
financial statements in conformity with U.S. generally accepted accounting
principles (GAAP) and to assist practitioners in performing and reporting on
their audit engagements.
AICPA Guides may include sections at the end of individual chapters or following the last chapter. These sections will be entitled either "Supplement" or
"Appendix." A supplement is a reproduction, in whole or in part, of authoritative guidance originally issued by a standard setting body (including regulatory bodies) and applicable to entities or engagements within the purview of
that standard setter, independent of the authoritative status of the applicable
AICPA Guide. An appendix is included for informational purposes and has no
authoritative status.

Accounting Content
The Financial Reporting Executive Committee (FinREC) is the designated senior committee of the AICPA authorized to speak for the AICPA in the areas of
financial accounting and reporting. Conforming changes made to the financial
accounting and reporting guidance contained in this guide are approved by the
FinREC Chair (or his or her designee). Updates made to the financial accounting and reporting guidance in this guide exceeding that of conforming changes
are approved by the affirmative vote of at least two-thirds of the members of
FinREC. The 2016 edition of this guide includes a new chapter, 5B "Employee
Stock Ownership Plans," which exceeds a conforming change update.
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This guide does the following:

r
r

r
r

Identifies certain requirements set forth in FASB Accounting
Standards Codification® (ASC).
Describes FinREC's understanding of prevalent or sole industry
practice concerning certain issues. In addition, this guide may
indicate that FinREC expresses a preference for the prevalent or
sole industry practice, or it may indicate that FinREC expresses
a preference for another practice that is not the prevalent or sole
industry practice; alternatively, FinREC may express no view on
the matter.
Identifies certain other, but not necessarily all, industry practices concerning certain accounting issues without expressing FinREC's views on them.
Provides guidance that has been supported by FinREC on the
accounting, reporting, or disclosure treatment of transactions or
events that are not set forth in FASB ASC.

Accounting guidance for nongovernmental entities included in an AICPA Audit and Accounting Guide is a source of nonauthoritative accounting guidance.
As discussed later in this preface, FASB ASC is the authoritative source of
U.S. accounting and reporting standards for nongovernmental entities, in addition to guidance issued by the SEC. The accounting provisions of this guide
are not intended to apply to employee benefit plans of governmental entities.
AICPA members should be prepared to justify departures from GAAP, as discussed in "Accounting Principles Rule" (AICPA, Professional Standards, ET
sec. 1.320.001).
Auditing guidance included in an AICPA Audit and Accounting Guide is recognized as an interpretive publication as defined in AU-C section 200, Overall
Objectives of the Independent Auditor and the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards (AICPA, Professional
Standards). Interpretive publications are recommendations on the application
of generally accepted auditing standards (GAAS) in specific circumstances,
including engagements for entities in specialized industries.
An interpretive publication is issued under the authority of the AICPA Auditing Standards Board (ASB) after all ASB members have been provided an
opportunity to consider and comment on whether the proposed interpretive
publication is consistent with GAAS. The members of the ASB have found the
auditing guidance in this guide to be consistent with existing GAAS.
Although interpretive publications are not auditing standards, AU-C section
200 requires the auditor to consider applicable interpretive publications in
planning and performing the audit because interpretive publications are relevant to the proper application of GAAS in specific circumstances. If the auditor
does not apply the auditing guidance in an applicable interpretive publication,
the auditor should document how the requirements of GAAS were complied
with in the circumstances addressed by such auditing guidance.
The ASB is the designated senior committee of the AICPA authorized to speak
for the AICPA on all matters related to auditing. Conforming changes made to
the auditing guidance contained in this guide are approved by the ASB Chair (or
his or her designee) and the Director of the AICPA Audit and Attest Standards
Staff. Updates made to the auditing guidance in this guide exceeding that of
conforming changes are issued after all ASB members have been provided an
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opportunity to consider and comment on whether the guide is consistent with
the Statements on Auditing Standards (SASs). No enhancive updates have
been made to this edition of the guide.
Any auditing guidance in a guide appendix, while not authoritative, is considered an "other auditing publication." In applying such guidance, the auditor
should, exercising professional judgment, assess the relevance and appropriateness of such guidance to the circumstances of the audit. Although the auditor
determines the relevance of other auditing guidance, auditing guidance in an
appendix to a guide or a guide chapter has been reviewed by the AICPA Audit
and Attest Standards staff and the auditor may presume that it is appropriate.

Purpose and Applicability
This guide applies to the financial statements of employee benefit plans, including defined contribution retirement plans, defined benefit pension plans, and
health and welfare benefit plans, that are subject to the financial reporting requirements of the Employee Retirement Income Security Act of 1974 (ERISA),
as well as those that are not. See chapter 1, "Introduction and Background," for
further information. Appendix A, "ERISA and Related Regulations," identifies
and summarizes relevant ERISA requirements and regulations.
This guide does not discuss the application of all GAAP and all GAAS that are
relevant to the preparation and audit of financial statements of employee benefit plans. This guide is directed primarily to those aspects of the preparation
and audit of financial statements that are unique to employee benefit plans or
are considered particularly significant to them.
The guide contains example auditing procedures. Detailed internal control
questionnaires and audit programs are not included. The nature, timing, and
extent of auditing procedures are a matter of professional judgment and will
vary depending on the size, organizational structure, risk assessment, internal
control, and other factors in a specific engagement.
The guide also includes information regarding statutory rules and regulations
applicable to employee benefit plans and illustrations of plan financial statements and auditors' reports. The Department of Labor Employee Benefits Security Administration strongly encourages the use of this guide in meeting
the requirements contained in ERISA Section 103 that a plan have an audit
conducted in accordance with GAAS.
The guidance in this Audit and Accounting Guide is in certain respects more
detailed than that generally included in other AICPA Audit and Accounting
Guides. To facilitate reference, paragraphs have been numbered.

Recognition
2016 Guide Edition
(Updates to this edition exceeded that of conforming changes.)
AICPA Senior Committees
Auditing Standards
Financial Reporting Executive
Board
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Ilene Kassman, ASB Member
Michael J. Santay, Chair
Gerry Boaz
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Guidance Considered in This Edition
This edition of the guide has been modified by the AICPA staff to include
certain changes necessary due to the issuance of authoritative guidance since
the guide was originally issued, and other revisions as deemed appropriate.
Authoritative guidance issued through January 1, 2016, has been considered
in the development of this edition of the guide. However, this guide does not
include all audit, accounting, reporting, and other requirements applicable to
an entity or a particular engagement. This guide is intended to be used in
conjunction with all applicable sources of authoritative guidance.
Authoritative guidance that is issued and effective on or before January 1,
2016, is incorporated directly in the text of this guide. Authoritative guidance
issued but not yet effective as of January 1, 2016 is being presented as a guidance update. A guidance update is a shaded area that contains information on
the guidance issued but not yet effective and a reference to appendix H, "Guidance Updates," where appropriate. The distinct presentation of this content is
intended to aid the reader in differentiating content that may not be effective
for the reader's purposes.
In updating this guide, all guidance issued up to and including the following was considered, but not necessarily incorporated, as determined based on
applicability:
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ix
FASB Accounting Standards Update (ASU) No. 2015-17, Income
Taxes (Topic 740): Balance Sheet Classification of Deferred Taxes
SAS No. 130, An Audit of Internal Control Over Financial Reporting That Is Integrated With an Audit of Financial Statements
(AICPA, Professional Standards, AU-C sec. 940)
Interpretation No. 2, "Sustainability Financial Statements Under Federal Financial Accounting Standards—Auditor Reporting"
(AICPA, Professional Standards, AU-C sec. 9700 par. .06–.07)
Statement of Position 13-2, Performing Agreed-Upon Procedures
Engagements That Address the Completeness, Mapping, Consistency, or Structure of XBRL-Formatted Information (AICPA, Professional Standards, AUD sec. 14,470)
Statement on Standards for Attestation Engagements No. 17,
Reporting on Compiled Prospective Financial Statements When
the Practitioner's Independence Is Impaired (AICPA, Professional
Standards, AT sec. 301 par. .23)
PCAOB Auditing Standard No. 18, Related Parties (AICPA,
PCAOB Standards and Related Rules)

Users of this guide should consider guidance issued subsequent to those items
listed previously to determine their effect on entities covered by this guide.
In determining the applicability of recently issued guidance, its effective date
should also be considered.
The changes made to this edition of the guide are identified in appendix I,
"Schedule of Changes Made to the Text From the Previous Edition." The
changes do not include all those that might be considered necessary if the
guide were subjected to a comprehensive review and revision.

FASB ASC Pending Content
Presentation of Pending Content in FASB ASC
Amendments to FASB ASC (issued in the form of ASUs) are initially incorporated into FASB ASC in "pending content" boxes below the paragraphs being
amended with links to the transition information. The pending content boxes
are meant to provide users with information about how the guidance in a
paragraph will change as a result of the new guidance.
Pending content applies to different entities at different times due to varying
fiscal year-ends, and because certain guidance may be effective on different
dates for public and nonpublic entities. As such, FASB maintains amended
guidance in pending content boxes within FASB ASC until the "roll-off" date.
Generally, the "roll-off" date is six months following the latest fiscal year end
for which the original guidance being amended could still be applied.

Presentation of FASB ASC Pending Content in AICPA Audit
and Accounting Guides
Amended FASB ASC guidance that is included in pending content boxes in
FASB ASC on January 1, 2016, is referenced as "Pending Content" in this
guide. Readers should be aware that "Pending Content" referenced in this
guide will eventually be subjected to FASB's "roll-off" process and no longer
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be labeled as "Pending Content" in FASB ASC (as discussed in the previous
paragraph).

Terms Used to Define Professional Requirements in This
AICPA Audit and Accounting Guide
Any requirements described in this guide are normally referenced to the applicable standards or regulations from which they are derived. Generally the
terms used in this guide describing the professional requirements of the referenced standard setter (for example, the ASB) are the same as those used
in the applicable standards or regulations (for example, "must" or "should").
However, where the accounting requirements are derived from FASB ASC,
this guide uses "should," whereas FASB uses "shall." In its resource document
"About the Codification" that accompanies FASB ASC, FASB states that it considers the terms should and shall to be comparable terms and to represent the
same concept—the requirement to apply a standard.
AICPA professional standards applicable to audit engagements use the following two categories of professional requirements, identified by specific terms, to
describe the degree of responsibility they impose on auditors:

r
r

Unconditional requirements. The auditor must comply with an
unconditional requirement in all cases in which such requirement
is relevant. GAAS use the word must to indicate an unconditional
requirement.
Presumptively mandatory requirements. The auditor must comply with a presumptively mandatory requirement in all cases
in which such a requirement is relevant except in rare circumstances. GAAS use the word should to indicate a presumptively
mandatory requirement.

Readers should refer to the applicable standards and regulations for more information on the requirements imposed by the use of the various terms used
to define professional requirements in the context of the standards and regulations in which they appear.
Certain exceptions apply to these general rules, particularly in those circumstances where the guide describes prevailing and/or preferred industry practices for the application of a standard or regulation. In these circumstances,
the applicable senior committee responsible for reviewing the guide's content
believes the guidance contained herein is appropriate for the circumstances.

Applicability of GAAS and PCAOB
Appendix A, "Council Resolution Designating Bodies to Promulgate Technical Standards," of the AICPA Code of Professional Conduct recognizes both
the ASB and the PCAOB as standard setting bodies designated to promulgate auditing, attestation, and quality control standards. Paragraph .01 of the
"Compliance With Standards Rule" (AICPA, Professional Standards, ET sec.
1.310.001 and 2.310.001) requires an AICPA member who performs an audit
to comply with the applicable standards.
Audits of the financial statements of those entities not subject to the oversight
authority of the PCAOB (that is, those entities whose audits are not within
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the PCAOB's jurisdiction—hereinafter referred to as nonissuers) are to be conducted in accordance with GAAS as issued by the ASB. The ASB develops and
issues standards in the form of SASs through a due process that includes deliberation in meetings open to the public, public exposure of proposed SASs,
and a formal vote. The SASs and their related interpretations are codified in
the AICPA's Professional Standards. In citing GAAS and their related interpretations, references generally use section numbers within the codification of
currently effective SASs and not the original statement number, as appropriate. In citing the auditing standards of the PCAOB, references generally use
section numbers within the reorganized PCAOB auditing standards and not
the original standard number, as appropriate.
Audits of the financial statements of issuers, as defined by the SEC (those entities subject to SOX or the rules of the SEC, for example, plans that are required
to file a Form 11-K with the SEC), are conducted in accordance with standards
established by the PCAOB, a private sector, nonprofit corporation created by
SOX to oversee the audits of issuers. The SEC has oversight authority over
the PCAOB, including the approval of its rules, standards, and budget. See
chapter 1 for further information regarding plans pursuant to SEC reporting
requirements.

AICPA.org Website
The AICPA encourages you to visit its website at www.aicpa.org and the Financial Reporting Center at www.aicpa.org/FRC. The Financial Reporting Center
supports members in the execution of high-quality financial reporting. Whether
you are a financial statement preparer or a member in public practice, this center provides exclusive member-only resources for the entire financial reporting
process, and provides timely and relevant news, guidance, and examples supporting the financial reporting process, including accounting, preparing financial statements and performing compilation, review, audit, attest or assurance
and advisory engagements. Certain content on the AICPA's websites referenced
in this guide may be restricted to AICPA members only.

Select Recent Developments
AICPA’s Ethics Codification Project
The AICPA's Professional Ethics Executive Committee (PEEC) restructured
and codified the AICPA Code of Professional Conduct (code) so that members
and other users of the code can apply the rules and reach appropriate conclusions more easily and intuitively. This is referred to as the AICPA Ethics
Codification Project.
Although PEEC believes it was able to maintain the substance of the existing
AICPA ethics standards through this process and limited substantive changes
to certain specific areas that were in need of revision, the numeric citations
and titles of interpretations have all changed. In addition, the ethics rulings
are no longer in a question and answer format but rather, have been drafted
as interpretations, incorporated into interpretations as examples, or deleted
where deemed appropriate. For example

r

Rule 101, Independence [ET section 101.01] is referred to as the
"Independence Rule" [ET sec. 1.200.001] in the revised code.
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the content from the ethics ruling entitled "Financial Services
Company Client has Custody of a Member's Assets" [ET sec.
191.081–.082] is incorporated into the "Brokerage and Other
Accounts" interpretation [ET sec. 1.255.020] found under the
subtopic "Depository, Brokerage, and Other Accounts" [ET sec.
1.255] of the "Independence" topic [ET sec. 1.200].

Revenue From Contracts with Customers
FASB ASU No. 2014-09, Revenue from Contracts with Customers (Topic 606),
issued in May 2014, provides a framework for revenue recognition and supersedes or amends several of the revenue recognition requirements in FASB
ASC 605, Revenue Recognition, as well as guidance within the 900 series of
industry-specific topics. The standard applies to any entity that either enters
into contracts with customers to transfer goods or services or enters into contracts for the transfer of nonfinancial assets unless those contracts are within
the scope of other standards (for example, insurance or lease contracts).
Public business entities, certain not-for-profit entities, and certain employee
benefit plans will apply the new revenue recognition requirements to annual
reporting periods beginning after December 15, 2017, including interim reporting periods within that reporting period. Earlier application is permitted only
as of annual reporting periods beginning after December 15, 2016, including
interim reporting periods within that reporting period.
All other entities will apply the guidance in FASB ASU No. 2014-09 to annual
reporting periods beginning after December 15, 2018, and interim reporting
periods within annual reporting periods beginning after December 15, 2019.
Application is permitted earlier only as of an annual reporting period beginning after December 15, 2016, including interim reporting periods within that
reporting period, or an annual reporting period beginning after December 15,
2016, and interim reporting periods within annual reporting periods beginning
one year after the annual reporting period in which an entity first applies the
guidance in FASB ASU No. 2014-09.
Readers are encouraged to consult the full text of this ASU on FASB's website
at www.fasb.org.
The AICPA has formed 16 industry task forces to assist in developing a new
Accounting Guide on revenue recognition that will provide helpful hints and
illustrative examples for how to apply the new standard. Revenue recognition
implementation issues identified will be available for informal comment, after
review by FinREC, at www.aicpa.org/InterestAreas/FRC/AccountingFinancial
Reporting/RevenueRecognition/Pages/RevenueRecognition.aspx?cm em=
cpa'sonstaff@aicpa.org&cm mmc=Newsletters- -CheetahMail- -FRC
AIJUN101- -JUNE14.
Readers are encouraged to submit comments to revreccomments@aicpa.org.

Disclosures for Investments in Certain Entities That Calculate Net
Asset Value Per Share (Or Its Equivalent)
In May 2015, FASB issued ASU No. 2015-07, Fair Value Measurement (Topic
820): Disclosures for Investments in Certain Entities That Calculate Net Asset
Value per Share (or Its Equivalent) (a consensus of the FASB Emerging Issues
Task Force). This ASU removes the requirement to categorize within the fair
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value hierarchy investments for which fair values are estimated using the
net asset value practical expedient provided by FASB ASC 820, Fair Value
Measurement. Disclosures about investments in certain entities that calculate
net asset value per share are limited under this ASU to those investments
for which the entity has elected to estimate the fair value using the net asset
value practical expedient. In addition, this ASU includes illustrative financial
statements.
The amendments in FASB ASU No. 2015-07 are effective for public business
entities for fiscal years beginning after December 15, 2015 and for interim
period within those fiscal years. For all other entities, the amendments are
effective for fiscal years beginning after December 15, 2016 and for interim
periods within those fiscal years. A reporting entity should apply the amendments retrospectively to all periods presented. Early application is permitted.
Readers are encouraged to see the full ASU for additional information.
This guide has been updated for this ASU. For practitioners who are not adopting FASB ASU 2015-017 early, the AICPA is continuing to offer the 2015
edition of the Audit and Accounting Guide Employee Benefit Plans.

Plan Accounting: Defined Benefit Pension Plans (Topic 960),
Defined Contribution Pension Plans (Topic 962), Health and
Welfare Benefit Plans (Topic 965): (Part I) Fully
Benefit-Responsive Investment Contracts, (Part II) Plan Investment
Disclosures, (Part III) Measurement Date Practical Expedient
In July 2015, FASB issued ASU No. 2015-12, Plan Accounting: Defined Benefit
Pension Plans (Topic 960), Defined Contribution Pension Plans (Topic 962),
Health and Welfare Benefit Plans (Topic 965): (Part I) Fully Benefit-Responsive
Investment Contracts, (Part II) Plan Investment Disclosures, (Part III) Measurement Date Practical Expedient (consensuses of the FASB Emerging Issues
Task Force). Part I of this ASU eliminates the requirements to measure the
fair value of fully benefit-responsive investment contracts and provide certain disclosures. Contract value is the only required measure for fully benefitresponsive investment contracts.
Part II of this ASU eliminates the requirements to disclose individual investments that represent 5 percent or more of net assets available for benefits and
the net appreciation or depreciation in fair value of investments by general
type. It also simplifies the level of disaggregation of investments that are measured using fair value. Plans will continue to disaggregate investments that
are measured using fair value by general type; however, plans are no longer
required to also disaggregate investments by nature, characteristics, and risks.
Further, the disclosure of information about fair value measurements should
be provided by general type of plan asset.
Part III of this ASU allows a plan with a fiscal year end that does not coincide
with the end of a calendar month to measure its investments and investmentrelated accounts using the month end closest to its fiscal year end. In addition,
this ASU includes illustrative financial statements.
The amendments in FASB ASU No. 2015-12 are effective for fiscal years beginning after December 15, 2015. Parts I and II are to be applied retrospectively.
Part III is to be applied prospectively. Plans can early adopt any of the three
parts individually, without early adopting the other parts. When a part is
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adopted, it must be adopted in its entirety. Readers are encouraged to see the
full ASU for additional information.
This guide has been updated for this ASU. For practitioners who are not early
adopting FASB ASU No. 2015-12, the AICPA is continuing to offer the 2015
edition of the Audit and Accounting Guide Employee Benefit Plans.
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Chapter 1

Introduction and Background 1
Introduction
1.01 The purpose of this guide is to provide guidance on accounting, auditing, and reporting on the financial statements of employee benefit plans
(plans). This guide applies to defined contribution retirement plans,2 defined
benefit pension plans, and defined benefit and defined contribution health and
welfare benefit plans. In the United States, there are nearly 2.3 million health
plans, a similar number of other welfare plans, and nearly 677,000 private
pension plans (which includes both defined contribution retirement plans and
defined benefit pension plans). The Employee Retirement Income Security
Act of 1974 (ERISA) covers roughly 143 million workers, retirees, and dependents of private sector pension and welfare plans with estimated assets of
$8.7 trillion.
1.02 The guidance presented in the following chapters is not all-inclusive
but, rather, is limited generally to matters that warrant special emphasis or
that experience has indicated may be useful. This guide is based on the assumption that the readers are generally knowledgeable in accounting and auditing;
therefore, the guide focuses predominately on specific auditing, accounting, and
reporting matters with respect to the financial statements of employee benefit
plans. Accordingly, the guide does not discuss the application of all accounting
principles generally accepted in the United States of America (GAAP)3 and auditing standards as they pertain to the auditing of such financial statements.
The nature, timing, and extent of auditing procedures are matters of professional judgment and will vary according to the type of plan, the scope of the
audit, the number of eligible participants, the types of investments, the valuation methodologies used, the internal control environment, plan operations
and administrative structure, the auditor's assessment of the level of risk, and
other factors. The independent auditor is also expected to be familiar with applicable governmental laws and regulations, such as those of the Department
of Labor (DOL), IRS, and Pension Benefit Guarantee Corporation (PBGC).
1.03 This guide applies to audits of the financial statements of plans
that are subject to the financial reporting requirements of ERISA, as well as
those that are not. The recommendations contained in this guide apply to the
financial statements of plans sponsored by commercial or not-for-profit private
sector entities.

1
Refer to the preface for important information about the applicability of the professional standards to audits of issuers and nonissuers. (See definitions in the preface.)
2
The term defined contribution retirement plan used in this guide is intended to encompass
all defined contribution plans (except health and welfare defined contribution plans that are covered in chapter 7, "Health and Welfare Benefit Plans," of this guide). FASB Accounting Standards
Codification® uses the term defined contribution pension plan. This guide has elected to use the
term defined contribution retirement plan because it more accurately reflects all types of defined
contribution plans.
3
All references made in this guide to U.S. GAAP relate to accounting principles generally
accepted in the United States of America as promulgated by FASB.
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Applicability to Governmental Entities
1.04 The accounting provisions of this guide are not intended to apply
to employee benefit plans of governmental entities. Chapter 13, "Defined Benefit Pension Plans (Plan & Employer Considerations)," of AICPA Audit and
Accounting Guide State and Local Governments contains guidance for auditors performing audits of employee benefit plans of governmental entities. The
chapter addresses accounting, financial reporting, and auditing considerations
for governmental defined pension plans and participating governmental employers in those plans.
1.05 Although the audit objectives for governmental pension plans are
similar to those for private sector pension plans, ERISA, which generally applies to private sector pension plans, does not apply to most governmental
entities. However, certain plans of Indian tribes, educational institutions, and
component units may be subject to DOL audit and reporting requirements.
1.06 As noted in AICPA Audit and Accounting Guide State and Local
Governments, public corporations4 and bodies corporate and politic are governmental organizations. Other organizations are governmental if they have one
or more of the following characteristics:

r
r
r

Popular election of officers or appointment (or approval) of a controlling majority of the members of the organization's governing
body by officials of one or more state or local governments
The potential for unilateral dissolution by a government, with the
net assets or net position reverting to a government
The power to enact and enforce a tax levy

Furthermore, organizations are presumed to be governmental if they have the
ability to issue directly (rather than through a state or municipal authority)
debt that pays interest exempt from federal taxation. However, organizations
possessing only that ability (to issue tax-exempt debt) and none of the other
governmental characteristics may rebut the presumption that they are governmental if their determination is supported by compelling, relevant evidence.
The preceding definition of a government is considered category (b) accounting and financial reporting guidance for governmental entities because it has
been cleared by GASB. Therefore, employee benefit plans sponsored or administered by an entity meeting the criteria in paragraph 1.06 are subject to
the accounting standards promulgated by GASB and, as applicable, should
refer to those standards and the related interpretive guidance in the AICPA
Audit and Accounting Guide State and Local Governments.

4

Black's Law Dictionary defines a public corporation as

[a]n artificial person (for example, [a] municipality or a governmental corporation) created for
the administration of public affairs. Unlike a private corporation it has no protection against
legislative acts altering or even repealing its charter. Instrumentalities created by [the] state,
formed and owned by it in [the] public interest, supported in whole or part by public funds, and
governed by managers deriving their authority from [the] state. Sharon Realty Co. v. Westlake,
Ohio Com. Pl., 188 N.E.2d 318, 323, 25, O.O.2d 322. A public corporation is an instrumentality
of the state, founded and owned in the public interest, supported by public funds and governed
by those deriving their authority from the state. York County Fair Ass'n v. South Carolina Tax
Commission, 249 S.C. 337, 154 S.E.2d 361, 362.

AAG-EBP 1.04
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1.07 When an employee benefit plan is sponsored or administered by
a governmental entity, as defined previously, the appropriate GAAP for the
financial statements of the plan is promulgated by GASB. Therefore, other than
paragraph 1.06, the accounting and financial reporting guidance in this guide
does not constitute category (b) accounting and financial reporting guidance for
such plans because the AICPA did not make this guide applicable to employee
benefit plans of governmental entities, and GASB did not clear it.

Background
1.08 A plan is the reporting entity, as defined under ERISA and FASB
Accounting Standards Codification (ASC) 960, Plan Accounting—Defined Benefit Pension Plans; 962, Plan Accounting—Defined Contribution Pension Plans;
and 965, Plan Accounting—Health and Welfare Benefit Plans. Although this
guide does not specifically discuss accounting, auditing, and reporting for employee benefit trusts as separate entities, it may be useful to auditors reporting
on an employee benefit trust.

Defined Contribution Retirement Plans
1.09 As stated in the FASB ASC glossary, defined contribution plans provide an individual account for each participant and provide benefits that are
based on (a) amounts contributed to the participant's account by the employer
or employee; (b) investment experience; and (c) any forfeitures allocated to the
account, less any administrative expenses charged to the plan. These plans,
which are discussed in more detail in chapter 5A, "Defined Contribution Retirement Plans," include (a) profit sharing plans; (b) money purchase pension
plans; (c) thrift or savings plans, including 401(k) and 403(b) arrangements; (d)
certain target benefit plans; and (e) stock bonus plan such as employee stock
ownership plans (ESOPs). See paragraph 1.10 for a discussion about ESOPs.
Defined contribution retirement plans listed previously, other than ESOPs, are
discussed in more detail in chapter 5A of this guide.

Employee Stock Ownership Plans
1.10 As stated in the FASB ASC glossary, an ESOP is an employee benefit
plan that is described by ERISA and the IRC of 1986 as a stock bonus plan, or
combination stock bonus and money purchase pension plan, designed to invest
primarily in employer stock. ESOPs are discussed in more detail in chapter
5B, "Employee Stock Ownership Plans," of this guide.

Defined Benefit Pension Plans
1.11 According to FASB ASC 960-10-05-4, defined benefit pension plans
provide a promise to pay to participants specified benefits that are determinable
and based on such factors as age, years of service, and compensation. These
plans, which are discussed in more detail in chapter 6, "Defined Benefit Pension
Plans," of this guide also include cash balance plans and pension equity plans.

Health and Welfare Benefit Plans
1.12 As stated in the FASB ASC glossary, health and welfare benefit
plans, which are discussed in more detail in chapter 7, "Health and Welfare
Benefit Plans," of this guide, include plans that provide (a) medical, dental,
visual, psychiatric, or long-term health care; severance benefits; life insurance;
or accidental death or dismemberment benefits; (b) unemployment, disability,
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vacations or holiday benefits; and (c) other benefits, such as apprenticeships,
tuition assistance, daycare, dependent care, housing subsidies, or legal services. Health and welfare benefit plans may be either defined benefit or defined
contribution plans, as follows:
a. Defined benefit health and welfare plans specify a determinable
benefit that may be in the form of a reimbursement to the covered
plan participant or a direct payment to providers or third-party
insurers for the cost of specified services.
b. Defined contribution health and welfare plans maintain an individual account for each plan participant. They have terms that
specify the means of determining the contributions to participants'
accounts rather than the amount of benefits the participants are to
receive.

Financial Accounting and Reporting for ERISA Plans
1.13 FASB ASC 960, 962, and 965 provide standards of financial accounting and reporting for financial statements of defined benefit pension plans,
defined contribution plans, and health and welfare benefit plans, respectively.
1.14 Employee benefit plans that are subject to ERISA are required to
report certain information annually to federal government agencies (that is,
the DOL, IRS, and PBGC) and to provide summarized information to plan
participants. For many plans, the information is reported to the DOL on Form
5500, Annual Return/Report of Employee Benefit Plan, that includes financial
statements prepared in accordance with U.S. GAAP5 and certain supplemental
schedules (for example, Schedule H, line 4i—Schedule of Assets [Held at End
of Year], and Schedule H, line 4j—Schedule of Reportable Transactions). (See
appendix A, "ERISA and Related Regulations," of this guide for a listing of
DOL supplemental schedules.)

Governmental Regulations
1.15 Various provisions of the IRC affect employee benefit plans and trusts
established pursuant to employee benefit plans. If an employee benefit plan and
its underlying trust qualify under IRC Section 401(a), certain tax benefits are
available, including (a) current tax deductions by plan sponsors for contributions, subject to certain limitations; (b) deferment of income to participants
until the benefits are distributed; (c) exemption of the trust from income taxes,
other than tax on unrelated business income; and (d) favorable tax treatment of
certain benefit distributions to participants or their estates. Special rules apply
to nonqualified plans and trusts depending on whether the plan is funded or unfunded. Generally, qualified plans provide benefits to relatively broad groups
of employees, whereas nonqualified plans provide benefits to only a few key
employees and may not be currently funded. Additionally, IRC Sections 419
and 419A allow employers to make tax deductible contributions to health and

5
For employee benefit plans, the applicable financial reporting framework is typically U.S.
GAAP or certain special purpose frameworks (for example, modified cash basis), as defined in AU-C
section 800, Special Considerations—Audits of Financial Statements Prepared in Accordance With
Special Purpose Frameworks (AICPA, Professional Standards), and as permitted by the Employee
Retirement Income Security Act of 1974 (ERISA) and Department of Labor (DOL) regulations. See
paragraphs 2.04 and 11.27 of this guide for further discussion about the use of special purpose
frameworks in employee benefit plan financial statements.

AAG-EBP 1.13
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welfare benefit plans. Generally, ERISA preempts state laws and regulations.
(See the discussion of ERISA in appendix A of this guide.)

Reporting and Disclosure Requirements
1.16 ERISA provides for federal government oversight of the operating
and reporting practices of employee benefit plans. In addition to establishing
reporting requirements for covered plans, ERISA establishes minimum standards for participation, vesting, and funding for defined benefit and defined
contribution plans sponsored by private entities. It also establishes standards
of fiduciary conduct and imposes specific restrictions and responsibilities on
fiduciaries.
1.17 Under ERISA, the DOL and IRS have the authority to issue regulations covering reporting and disclosure requirements and certain administrative responsibilities. The PBGC guarantees participants in most defined
benefit pension plans certain minimum pension benefits if the plan terminates,
and it administers terminated plans in certain circumstances.
1.18 Appendix A of this guide describes which plans are covered by ERISA
and pertinent provisions of ERISA and related reporting and disclosure regulations issued by the DOL. Additional guidance concerning the effects of the
IRC, ERISA, and related regulations on the operating and reporting practices
of employee benefit plans is discussed throughout this guide.
1.19 Section 104(a)(4) of ERISA describes the power of the DOL to reject
reports, and Section 104(a)(5) of ERISA grants the Secretary of Labor the
authority to retain an independent auditor, if necessary, after having rejected a
filing. Additionally, Section 107 of ERISA requires persons who have to file any
report or certify any information required under ERISA to maintain records
(for example, vouchers, worksheets, receipts, and applicable resolutions) on
matters of which disclosures are required and to keep such records available
for examination for a period of not less than six years. The DOL interprets this
section of ERISA to include all working papers supporting audits of employee
benefit plans. Section 502(c)(2) of ERISA describes the penalties that may be
assessed by the DOL. (See appendix A of this guide.)

Plans Pursuant to the SEC Reporting Requirements
1.20 The SEC requires employee stock purchase, savings, and similar
plans with interests that constitute securities registered under the Securities
Act of 1933 to file Form 11-K6 pursuant to Section 15(d) of the Securities
Exchange Act of 1934. Plans that are required to file Form 11-K are deemed to
be issuers under the Sarbanes-Oxley Act of 2002 (SOX) and must submit to the
SEC an audit in accordance with the auditing and related professional practice
standards promulgated by the PCAOB.7 Although such plans are audited in
accordance with PCAOB standards for filing with the SEC, they will also need
to be audited in accordance with generally accepted auditing standards (GAAS)
for filing with the DOL. Accordingly, auditors will find this guide helpful in
conducting audits of all ERISA plans when filing with the DOL.

6

Or other applicable SEC filings, such as Form 10-K/A.
Page 59 of the December 1, 2005, SEC Accounting and Disclosure Issues provides guidance
regarding the preapproval of audits of employee benefit plans. To view the entire document, see
www.sec.gov/divisions/corpfin/acctdis120105.pdf.
7
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1.21 The Form 11-K filing does not require a SOX Section 302 certification.
Although the rule is silent regarding Section 404(a) reports on Form 11-K, the
SEC staff has agreed that because Form 11-K filers are not subject to Item 308
of Regulation S-K, Form 11-K need not include a Section 404(a) report.8 See
paragraphs 5.278–.283 of this guide for further discussion on SEC reporting
requirements.
Note
See the PCAOB website at www.pcaobus.org for a complete listing of PCAOB
auditing standards and related conforming amendments.

Audit Requirements
1.22 ERISA contains a requirement for annual audits of plan financial
statements by an independent qualified public accountant. Generally, plans
with 100 or more participants are subject to the audit requirement. (See appendix A of this guide.) Based on an evaluation of the audit evidence obtained,
the auditor expresses, in the form of a written report, an opinion in accordance
with the auditor's findings or states that an opinion cannot be expressed. The
opinion states whether the financial statements are presented fairly, in all
material respects, in accordance with the applicable financial reporting framework. In addition, ERISA and DOL regulations require additional information
to be disclosed in the financial statements or presented in the supplemental
schedules. Some of this information is required to be covered by the auditor's
report. When performing a full-scope audit of an employee benefit plan, the auditor is typically engaged to report on whether the supplemental schedules that
are required to be covered by the auditor's report are fairly presented in relation
to the financial statements as a whole. (See paragraphs 11.19–.23 of this guide
for a discussion of reporting on the supplemental schedules.) See paragraphs
11.61–.63 of this guide for reporting guidance under a limited-scope audit.
1.23 When included in a filing with the DOL, the auditor's report is required to be prepared in accordance with GAAS and to reference such standards. Although the audit requirement under ERISA is an important part of
the total process designed to protect plan participants, a GAAS audit is not designed to be a compliance audit of all legislative and regulatory requirements
under ERISA. Under the law, plan administrators, the IRS, and the DOL have
responsibility to determine such compliance. The Form 5500 annual report, the
financial statements prepared by the plan administrator, and the independent
auditor's report all contribute to the monitoring activities of these parties and
agencies.
1.24 Subject to SEC oversight, Section 103 of SOX authorizes the PCAOB
to establish auditing and related attestation, quality control, ethics, and independence standards to be used by registered public accounting firms in the
preparation and issuance of audit reports, as required by SOX or the rules of
the SEC. Accordingly, public accounting firms registered with the PCAOB are
required to adhere to all PCAOB standards in the audits of issuers, as defined
8
This information was taken from the Center for Audit Quality SEC Regulations Committee
highlights. Be alert to changes in this position by monitoring the SEC Regulations Committee website
at http://thecaq.aicpa.org.

AAG-EBP 1.21
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by SOX, and other entities when prescribed by the rules of the SEC. Generally,
plans that are required to file Form 11-K would be considered issuers. See
chapter 5, "Defined Contribution Retirement Plans Including Employee Stock
Ownership Plans," of this guide for guidance on Form 11-K filings.

Operation and Administration
1.25 Employee benefit plans vary by basic type (defined contribution retirement plans, defined benefit pension plans, and defined benefit and defined
contribution health and welfare benefit plans) and by basic operating and administrative characteristics. Employee benefit plans may be single employer
plans, multiemployer plans,9 or multiple employer plans (MEPs).
1.26 Single employer plans are generally established by the management
of one employer (or a controlled group of corporations) either unilaterally or
through collective bargaining, and the employer is the plan sponsor. By contrast, multiemployer plans are normally negotiated and established pursuant
to a collective bargaining agreement between an associated group of employers,
such as in the construction trades, and the union representing the employees.
The plan sponsor of a multiemployer plan, with whom ultimate administrative
responsibility rests, is a joint employer or union board of trustees.
1.27 MEPs are plans that are maintained by more than one employer
but not treated as a multiemployer plan. MEPs are generally not collectively
bargained and are intended to allow participating employers to pool their assets
for investment purposes and to reduce the costs of plan administration. A MEP
maintains separate accounts for each employer so that contributions provide
benefits only for employees of that contributing employer.
Note
See DOL advisory opinions 2012-04A and 2012-03A for further discussion
about whether certain types of plans are viewed as a MEP or a series of
single employer plans.
1.28 It is important to have an understanding of the roles and responsibilities of the key parties that are involved in the operation and administration of
an employee benefit plan. An understanding of these roles and responsibilities
can be obtained from the plan document, trust agreement, service agreements,
insurance contracts, and internal policies and procedures manuals.
1.29 Contributions may be required from participants only (contributory
plans), both employers and participants (contributory plans), or employers only
(noncontributory plans). Noncontributory plans may contain provisions for payment of contributions or premiums by participants to maintain their eligibility
during periods of unemployment; they may also provide for voluntary contributions by participants.
1.30 Benefits paid to participants may be funded in a variety of ways, such
as through accumulated employer and employee contributions and the related
9
ERISA defines the term multiemployer plan as a plan to which more than one employer is
required to contribute, that is maintained pursuant to one or more collective bargaining agreements
between one or more employee organizations and more than one employer, and that satisfies other
requirements that may be prescribed by DOL regulations. As used in this guide, the term single
employer plan may include plans with more than one employer under common control.
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investment income (self-funded); the purchase of insurance contracts (insured
plans); or a combination of both (split-funded plans).
1.31 Employee benefit plans are normally established and maintained
by plan sponsors pursuant to plan instruments. The provisions of plan instruments normally deal with such matters as eligibility to participate, entitlement
to benefits, funding, operation and administration of plan provisions, identification of the plan's named fiduciary and allocation of responsibilities among
those who also serve in the capacity as fiduciaries for control and management
of the plan, and delegation by fiduciaries of duties in connection with administration of the plan. The plan instrument is amended or restated from time to
time for changes in provisions or to conform to new regulatory requirements.
A plan subject to ERISA is required to be in writing. The IRS has prepared
and updated standard (master or prototype) plans that are available to plan
sponsors. In addition, standardized plans that have IRS approval are available
from various third-party sources. See chapter 9, "Plan Tax Status," of this guide
for a further discussion of plan design.
1.32 The named fiduciary is responsible for the operation and administration of a plan, including the identification of a plan administrator. This individual is usually an officer or other employee of the plan sponsor and typically
reports to the plan sponsor's board of directors or management. The named
fiduciary has continuing responsibility for operation of the plan in accordance
with the terms of the plan instrument, any trust instrument or insurance contract, and government laws and regulations. Generally, the named fiduciary
makes policy decisions concerning such matters as interpretation of the plan
provisions, determination of the rights of participants under the plan, management of investments, and delegation of operational and administrative duties.
1.33 Although the named fiduciary retains responsibility for oversight of
the plan, the plan's day-to-day administration (for example, collection of contributions, payment of benefits, management of cash and investments, maintenance of records, and preparation of reports) generally can be delegated to other
parties, such as (a) the plan sponsor; (b) a trustee, such as a bank trust department; (c) an insurance company; (d) an investment adviser; (e) a third-party
recordkeeper, (f) a third-party claims processor; or (g) the person(s) designated
as the plan administrator or administrative agent.
1.34 In self-funded plans, the plan assets are commonly managed in accordance with a trust instrument that sets forth, among other matters, the
authority and responsibilities of the trustees and any investment advisers and
managers. In insured plans, the plan assets typically are managed in accordance with an agreement that sets forth the duties and responsibilities of the
insurance company.

Accounting Records 10
1.35 As with other entities, the accounting records of employee benefit
plans ordinarily contain information necessary for effective management and
reliable financial reporting. The complexity of a plan's accounting records will
10
Many plans outsource their processing of transactions to a third-party administrator or an
outside service organization. Often, the plan sponsor does not maintain independent accounting
records of transactions initiated through these media. See chapter 4, "Internal Control," of this guide
for further guidance.
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vary with such factors as the type of plan, number of employer contributors,
complexity of the investment arrangements, complexity of the benefit formula,
variety of benefit payment options, and delegation of administrative duties.
1.36 ERISA requires that records be maintained in sufficient detail to permit benefits to be properly calculated and paid when due. Section 105 of ERISA
sets forth the requirements applicable to the furnishing of benefit statements
to plan participants and beneficiaries. Section 209 of ERISA also requires the
maintenance of records by employers relating to individual benefit reporting.
See appendix A of this guide for further guidance. The accounting records
that form the foundation for the preparation of the plan's financial statements
will vary in complexity depending on the type of plan, decentralization of operations, complexity of plan provisions, and delegation of administrative functions.
These records may be maintained by the employer or third-party administrators and outside service organizations, such as trustees, insurance companies,
consulting actuaries, service bureaus, and contract administrators. During the
audit of the plan, it important to understand the roles and responsibilities of all
parties involved in the plan's administration, as well as the accounting records
each party maintains. The terms of these services are usually documented in a
service agreement that is entered into between the plan and service provider.
1.37 The following are common records and reports that are used when
auditing the financial statements of an employee benefit plan, with explanations about how these records and reports are generally produced and used.
This may vary by plan, depending on the systems and processes in place:
a. General accounting records. Plans are required to maintain records
of their receipts and disbursements; however, in many cases,
they are prepared by the trustee, insurance company, or recordkeeper. Many times, general ledgers are not maintained by the plan
sponsor:
i. Trust or custodian statements are maintained by the trust
or custodian system and represent books and records of the
plan. These statements detail all receipts and disbursements, including investment transactions, during the period. The trustee or custodian system records contributions, earnings and losses, plan investments, expenses,
and distributions.
ii. Recordkeeper statements are maintained by the recordkeeping system and represent both the activity posted to
each participants' account during the period, as well as
a plan-level consolidation of all such activity. The recordkeeping system helps track and properly allocate contributions, earnings and losses, plan investments, expenses,
and distributions in a participant's account.
b. Investment asset records. ERISA requires detailed reporting of investment assets, including reportable transactions, party in interest transactions, and leases and loans in default. These records are
often maintained by the trustee or custodian. In a directed trust
arrangement, transactions are executed by the trustee or custodian
at the direction of the recordkeeper or investment manager.
c. Participant records (employee data). Records are maintained to determine each employee's eligibility to participate in the plan and
receive benefits. Eligibility for participation and benefits may be
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based on such factors as length of service, earnings, and contributions and can be affected by age or breaks in service. Additionally,
these records include employee identification number, sex, marital status, employee classification, date of birth, date of hire or
rehire, rate of pay or hours worked, other forms of compensation,
and contributions made to employer-sponsored plans, in addition
to participant elections for salary deferral percentages and health
and welfare options. These records are generally part of, or derived from, the human resource information systems or payroll
systems maintained by the employer or plan. The records are updated on a recurring basis due to changes in information, such as
employee hires, terminations, retirements, changes in classification, and compensation. These records are often made available
to third-party service providers, such as the recordkeeper or plan
actuary. Participant records are generally made available to these
parties through payroll data feeds. The service providers utilize
the payroll data feeds to update participants' accounts for determination of eligibility and eligibility for distributions (based on
terminations and retirements).
d. Contribution records. These records are often maintained on the
payroll system. The information includes the employer and employee contributions, as well as any participant loan repayments,
if applicable for each participant in the plan. Separate contribution
records are maintained for each plan contributor in a multiemployer or MEP to record payments and accumulated contributions
and to determine delinquencies and errors. These records provide
sufficient detail to record contributions and payments received from
a number of employers according to pertinent agreements or from
individual participants.
e. Distribution records. Records are often maintained by the recordkeeper or party responsible for calculating amounts available for
distribution under the plan. As previously noted, the participant
records will be utilized to determine if a participant is eligible for
a distribution and may require authorization. Once the determination of eligibility for distribution is determined, the responsible
party will use participant records and participant account information to determine the amount available for distribution based upon
vesting provisions of the plan. The distribution is deducted from the
plan or the participant's account maintained by the recordkeeper,
and the approved distribution is communicated to the trustee for
payment to the participant or beneficiary. The payment is made by
check or electronic funds transfer with applicable tax withholding,
if applicable. The nonvested portion of the participant's account
remains as a plan asset (either in the participant's account or in
a forfeiture account). Distributions generally occur on a recurring
basis, with monthly trust statements and recordkeeping reports
summarizing distributions paid during the reporting period.
f. Claim records. Claim records for health and welfare plans are generally extensive. They are used for such purposes as determining
that the claim was in accordance with the plan instrument, if plan
deductibles are met, and when or if benefit limits have been reached
by individual claimants and for accumulating various historical
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data regarding types and amounts of claims, amounts paid, and
timing of claims.
g. Individual participants' account information. ERISA requires information that reflects each plan participant's share of the total net
assets of the plan to be maintained. Changes in the value of net assets are allocated to the participants' accounts in accordance with
the terms of the plan instrument. This information, which is not
part of the basic books and records of a defined contribution plan,
ordinarily should be in agreement with the aggregate participant
account information contained in the basic books and records.
h. Administrative expenses. Expenses are supported by invoices, contracts, agreements, or other written evidence. Many times, these
expenses are paid by the trustee or custodian, with appropriate
documentation and approvals provided by plan management.
i. Reconciliations. The plan administrator ordinarily reconciles the
records for the plan to the data obtained from third-party administrators and the information provided by the trustee, and the administrator investigates any differences.
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Chapter 2

Planning and General Auditing
Considerations 1
Overview
2.01 AU-C section 200, Overall Objectives of the Independent Auditor and
the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards (AICPA, Professional Standards), addresses the independent auditor's
overall responsibilities when conducting an audit of financial statements in
accordance with generally accepted auditing standards (GAAS). Specifically,
it sets out the overall objectives of the independent auditor and explains the
nature and scope of an audit designed to enable the auditor to meet those
objectives.
2.02 This chapter provides guidance on the application of GAAS during
the planning of an employee benefit plan audit, specifically, client acceptance
and continuance; establishing an understanding with plan management regarding the scope of the engagement; obtaining an understanding of the plan's
operations and control environment; assessing and responding to the risk of
material misstatement; and developing an overall audit strategy and documenting that strategy in a written audit program. (Also see chapter 3, "Audit
Risk Assessment," and chapter 4, "Internal Control," of this guide.) Planning is
a continuous process that is reviewed and updated throughout the engagement.
Note
For audits of employee benefit plans that file a Form 11-K with the SEC, see
paragraph 1.20 of this guide for a discussion on SEC reporting requirements.
2.03 Paragraph .04 of AU-C section 200 states that the purpose of an
audit is to provide financial statement users with an opinion by the auditor
on whether the financial statements are presented fairly, in all material respects, in accordance with an applicable financial reporting framework which
enhances the degree of confidence that intended users can place in the financial statements. An applicable financial reporting framework is defined in AU-C
section 200 as the financial reporting framework adopted by management and,
when appropriate, those charged with governance2 in the preparation and fair
presentation of the financial statements that is acceptable in view of the nature
of the entity and the objective of the financial statements or that is required by
law or regulation.

1
Refer to the preface for important information about the applicability of the professional standards to audits of issuers and nonissuers. (See definitions in the preface.)
2
Paragraph .14 of AU-C section 200, Overall Objectives of the Independent Auditor and the
Conduct of an Audit in Accordance With Generally Accepted Auditing Standards (AICPA, Professional Standards), defines those charged with governance as the person(s) or organization(s) with
responsibility for overseeing the strategic direction of the entity and the obligations related to the
accountability of the entity. This includes overseeing the financial reporting process. See paragraph
2.33 for a discussion about those charged with governance in an employee benefit plan.
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2.04 For employee benefit plans, the applicable financial reporting framework is typically accounting principles generally accepted in the United States
of America as promulgated by FASB (U.S. GAAP) or certain special purpose
frameworks (for example, modified cash basis), as defined in AU-C section 800,
Special Considerations—Audits of Financial Statements Prepared in Accordance With Special Purpose Frameworks (AICPA, Professional Standards), and
as permitted by the Employee Retirement Income Security Act of 1974 (ERISA)
and Department of Labor (DOL) regulations. See paragraphs 11.26–.34 of this
guide for further discussion about the use of special purpose frameworks in
employee benefit plan financial statements.
2.05 As stated in paragraph .06 of AU-C section 200, as the basis for the
auditor's opinion, GAAS requires the auditor to obtain reasonable assurance
(a high, but not absolute, level of assurance) about whether the financial statements as a whole are free from material misstatement, whether due to fraud
or error.
2.06 Timely planning and documentation of planning decisions is essential. Proper planning allows for early identification of accounting, auditing, and
reporting issues, as well as the coordination of client assistance, audit staffing,
and engagement timing.
2.07 Auditors are responsible for having appropriate competence and capabilities to perform the audit, complying with relevant ethical requirements,
and maintaining professional skepticism and exercising professional judgment
throughout the planning and performance of the audit. Factors to be considered include expertise in performing employee benefit plan audits, the ability
to meet management's time requirements and deadlines, and the ability to
comply with the ERISA audit requirement.

Categories of Professional Requirements
2.08 AU-C section 200 also explains the scope, authority, and structure
of GAAS and includes requirements establishing the general responsibilities
of the auditor applicable in all audits, including the obligation to comply with
GAAS. Paragraph .25 of AU-C section 200 states that GAAS uses two categories of professional requirements, identified by specific terms, to describe
the degree of responsibility it imposes on auditors: unconditional requirements
and presumptively mandatory requirements. The auditor must comply with
an unconditional requirement in all cases in which such requirement is relevant. GAAS uses the word must to indicate an unconditional requirement and
the word should to indicate a presumptively mandatory requirement. The auditor must comply with a presumptively mandatory requirement in all cases
in which such a requirement is relevant, except in rare circumstances when
the auditor may judge it necessary to depart from a relevant presumptively
mandatory requirement. In such circumstances, the auditor should perform
alternative audit procedures to achieve the intent of that requirement.
2.09 In accordance with paragraph .26 of AU-C section 200, the need for
the auditor to depart from a relevant presumptively mandatory requirement
is expected to arise only when the requirement is for a specific procedure to be
performed, and in the specific circumstances of the audit, that procedure would
be ineffective in achieving the intent of the requirement. Paragraph .13 of AUC section 230, Audit Documentation (AICPA, Professional Standards), states
that if, in rare circumstances, the auditor judges it necessary to depart from
a relevant presumptively mandatory requirement, the auditor must document
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the justification for the departure and how the alternative audit procedures
performed in the circumstances were sufficient to achieve the intent of that
requirement. See AU-C sections 200 and 230 for further guidance.

Interpretive Publications
2.10 Paragraph .27 of AU-C section 200 states that the auditor should
consider applicable interpretive publications in planning and performing the
audit. In accordance with paragraph .A81 of AU-C section 200, interpretive
publications are not auditing standards but are recommendations on the application of GAAS in specific circumstances. The auditing guidance in this audit
and accounting guide is considered an interpretive publication under GAAS.

Quality Control Standards, Including Client Acceptance
and Continuance and Engagement Quality Control
Reviews
Client Acceptance and Continuance
2.11 Statement on Quality Control Standards No. 8, A Firm's System
of Quality Control (AICPA, Professional Standards, QC sec. 10), addresses a
CPA firm's responsibilities for its system of quality control for its accounting
and auditing practice. Paragraph .27 of QC section 10 provides that the firm
should establish policies and procedures for the acceptance and continuance
of client relationships and specific engagements designed to provide the firm
with reasonable assurance that it will undertake or continue relationships and
engagements only when the firm
a. is competent to perform the engagement and has the capabilities,
including time and resources, to do so;
b. can comply with legal and relevant ethical requirements; and
c. has considered the integrity of the client and does not have information that would lead it to conclude that the client lacks integrity.
Paragraph .A12 of QC section 10 states that matters to consider
regarding the integrity of a client include, for example, the identity and business reputation of the client's principal owners, key
management, and those charged with governance.
Note
It should be noted that certain independence requirements applicable to an
engagement differ among the AICPA, SEC, PCAOB, and DOL.

2.12 Paragraph .A11 of QC section 10 states that consideration of whether
the firm has the competence, capabilities, and resources to undertake the new
engagement from a new or an existing client involves reviewing the specific
requirements of the engagement and the existing partner and staff profiles at
all relevant levels, including whether

r

firm personnel have knowledge of relevant industries or subject
matters or the ability to effectively gain the necessary knowledge;
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firm personnel have experience with relevant regulatory or reporting requirements or the ability to effectively gain the necessary
competencies;
the firm has sufficient personnel with the necessary competence
and capabilities;
specialists are available, if needed;
individuals meeting the criteria and eligibility requirements to
perform an engagement quality control review are available, when
applicable; and
the firm is able to complete the engagement within the reporting
deadline.

2.13 The firm's "ability to effectively gain the necessary knowledge or
competencies" relates to achieving those gains before undertaking work on
that engagement. Obtaining the necessary knowledge and competency is an
iterative process starting with the planning phase of the engagement. Such
competency is obtained through experience, continuing professional education
and consultation with those with advanced knowledge.
2.14 Paragraph .28 of QC section 10 states that such policies and procedures should
a. require the firm to obtain such information as it considers necessary in the circumstances before accepting an engagement with a
new client, when deciding whether to continue an existing engagement, and when considering acceptance of a new engagement with
an existing client.
b. require the firm to determine whether it is appropriate to accept
the engagement if a potential conflict of interest is identified in
accepting an engagement from a new or an existing client.
c. if issues have been identified and the firm decides to accept or
continue the client relationship or a specific engagement, require
the firm to
i. consider whether ethical requirements that exist under
the "Conflicts of Interest for Members in Public Practice"
interpretation under the "Integrity and Objectivity Rule"
(AICPA, Professional Standards, ET sec. 1.110.010) apply,
and
ii. document how the issues were resolved.
2.15 Paragraph .30 of QC section 10 states that the firm should establish
policies and procedures on continuing an engagement and the client relationship that address the circumstances when the firm obtains information that
would have caused it to decline the engagement had that information been
available earlier. Such policies and procedures should include consideration of
the following:
a. The professional and legal responsibilities that apply to the circumstances, including whether there is a requirement for the firm
to report to regulatory authorities
b. The possibility of withdrawing from the engagement or from both
the engagement and the client relationship
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2.16 The following is a list of risk factors that engagement teams might
consider during their client acceptance and continuance discussions related to
an employee benefit plan engagement:
a. Ineffective monitoring by management (for example, lack of oversight by plan management of third-party service providers, lack
of review of reconciliations of plan assets to participant accounts,
inadequate independent records maintained by the plan sponsor to
periodically reconcile information provided by the third parties, or
an ineffective plan oversight committee).
b. Complex or unstable organizational structure (for example,
turnover of plan management, those charged with governance, or
third-party service providers and difficulty in determining which
individuals or committees have oversight or fiduciary responsibility
for the plan).
c. Weak financial reporting skills, or the plan has had a material
weakness or significant deficiency in its financial reporting process.
d. Significant related party transactions entered into by the plan or
a history of engaging in prohibited party in interest transactions
(for example, involvement in nonexempt transactions or events or
activities [violations of laws, regulations, or plan provisions] that
could cause loss of tax-exempt status).
e. Plan investments that are unique, valued using unobservable inputs, or the plan engages in securities lending activities (regardless
of whether the audit is a limited-scope audit [see paragraph 2.22]),
and management lacks the proper oversight and understanding of
such investments, including the ability to determine appropriate
valuation.
f. The use of third-party service providers that do not provide a type
2 SOC 1® report under AT section 801, Reporting on Controls at a
Service Organization (AICPA, Professional Standards).
g. The plan is inherently more complex (such as health and welfare
plans and leveraged employee stock ownership plans [ESOPs]).
h. The use of electronic payroll or human resource systems, a complex decentralized control environment, or in-house processing of
complex transactions (such as benefit calculations and claims).
i. The plan has outstanding matters with regulatory agencies (such
as, pending regulatory enforcement matters, or other investigations).

Engagement Quality Control Review
2.17 Paragraph .35 of QC section 10 states that the firm should establish
policies and procedures designed to provide it with reasonable assurance that
engagements are performed in accordance with professional standards and
applicable legal and regulatory requirements, and that the firm issues reports
that are appropriate in the circumstances.
2.18 In accordance with paragraphs .38–.39 of QC section 10, the firm
should establish criteria against which all engagements covered by QC section
10 should be evaluated to determine whether an engagement quality control
review should be performed. The firm's policies and procedures should require
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that if an engagement meets the criteria established, an engagement quality
control review should be performed for that engagement. As stated in paragraph .A41 of QC section 10, the structure and nature of the firm's practice
are important considerations in establishing criteria for determining which
engagements are to be subject to an engagement quality control review. Such
criteria may include, for example, the following:

r
r
r

The nature of the engagement, including the extent to which it
involves a matter of public interest
The identification of unusual circumstances or risks in an engagement or class of engagements
Whether laws or regulations require an engagement quality control review
Note

The firm establishes criteria for determining whether an engagement quality
control review should be performed, evaluates all engagements against the
criteria, performs an engagement quality control review for all engagements
that meet the criteria, and completes the review before the report is released.
Often firms implement this policy by defining high risk engagements and requiring that an engagement quality control review be performed for all highrisk engagements. As one example, an initial engagement for an employee
benefit plan when the firm has no previous experience may be considered
a high risk engagement and, therefore, subject to an engagement quality
control review. For additional information regarding quality control, see
the practice aid "Establishing and Maintaining a System of Quality Control
for a CPA Firm's Accounting and Auditing Practice," which can be accessed at
www.aicpa.org/InterestAreas/FRC/Pages/EnhancingAuditQualityPracticeAid
.aspx.
Whether an engagement meets the firm's criteria for an engagement quality
control review may be determined at the planning phase, at the concluding
phase, or during any part of the engagement.

Audit Scope
2.19 Paragraph .07 of AU-C section 300, Planning an Audit (AICPA,
Professional Standards), states that the auditor should establish an overall
audit strategy that sets the scope, timing, and direction of the audit and that
guides the development of the audit plan. Information about the nature of
the employee benefit plan and the scope of the audit is critical in planning
the engagement. Examples of matters that could affect the scope of the audit
include the following:
a. Whether the audit will be a full-scope audit or limited-scope audit pursuant to the exemption allowed under the DOL's rules and
regulations (See paragraph 2.22.)
b. Whether there will be any other scope limitations imposed by circumstances or by management, provided the auditor believes the
restrictions imposed by management will result in a qualified opinion, or a disclaimer of opinion that is acceptable under the applicable law or to the regulator. (See paragraphs .07 and .A18 of
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c.

d.
e.

f.
g.

AU-C section 210, Terms of Engagement [AICPA, Professional
Standards].)
Involvement of third-party service organizations and other key service providers and, if so, the availability of SOC 1 reports relating
to their services
The type of trust arrangement and nature of investment options
Whether the certifying institution is a qualified organization under
the DOL's rules and regulations (See paragraphs 2.22 and A.58 of
this guide.)
Whether there were any changes in service providers (for example,
trustee, custodian, recordkeeper, claims processor, or actuary)
Whether the audit is an initial audit, a final audit, or an audit of a
plan that merges into or spins out of an existing plan

2.20 AU-C section 210 addresses the auditor's responsibilities in agreeing
upon the terms of the audit engagement with management and, when appropriate, those charged with governance. This includes establishing that certain
preconditions for an audit for which management and, when appropriate, those
charged with governance are responsible, are present. Paragraphs .09–.10 of
AU-C section 210 state that the auditor should agree upon the terms of the audit
engagement with management or those charged with governance, as appropriate. The agreed-upon terms of the audit engagement should be documented in
an audit engagement letter or other suitable form of written agreement.
Note
See paragraphs 2.39–.43 for further guidance on agreeing to the terms of the
audit engagement with management and, when appropriate, those charged
with governance and exhibit 2-5 for an illustrative engagement letter.
2.21 When agreeing upon the terms of the audit engagement, the auditor
may want to consider the following:
a. The parties charged with governance over the plan
b. The type of plan (for example, defined benefit pension plan [DB
plan], defined contribution retirement plan [DC plan], ESOP,
health and welfare benefit plan [H&W plan], single employer, multiemployer, or multiple employer)
c. Whether the plan is also required to file Form 11-K with the SEC
d. Whether the auditor of the financial statements of the plan is also
the auditor of the financial statements of the sponsoring employer
or will require additional access to the sponsor's books and records
e. Whether third-party service organizations are utilized by plan
management in the operation of the plan
f. Whether the plan has ERISA counsel
g. Who holds the plan's investments and if there are any investment
advisers or managers
h. The types of investments the plan holds and how fair value is determined (including investments with unobservable inputs, such as
hedge funds, limited partnerships, real estate, and private equity
funds) (See chapter 8, "Investments," of this guide.)
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i. Whether plan management has maintained appropriate records
with respect to employer and employee contributions, as well as
opening balances of trustee statements or the plan's general ledger
j. How benefit payments or claim payments are calculated and presented on the plan's financial statements
k. How benefit obligations are determined by the plan's actuary or
other sources and whether any significant changes have been made
in the current period
l. The types of expenses allowed to be paid by the plan in accordance
with the plan document

Limited-Scope Audit Exemption
2.22 Under certain circumstances, plan management may elect to adopt
an exemption under ERISA Section 103(a)(3)(c) that allows plan management
to instruct the auditor not to perform any auditing procedures with respect to
the investment information prepared and certified by a bank or similar institution or by an insurance carrier that is regulated, supervised, and subject to
periodic examination by a state or federal agency. This election is available
only if the qualified certifying institution certifies both the accuracy and completeness of the investment information submitted. Certifications that address
only accuracy or completeness, but not both, do not comply with the DOL's
regulation and, therefore, are not adequate to allow plan management to limit
the scope of the audit. The limited-scope audit exemption is implemented by
Title 29 U.S. Code of Federal Regulations (CFR) Part 2520.103-8 that outlines
the DOL's rules and regulations for reporting and disclosure under ERISA.
Moreover, the limited-scope exemption does not exempt the plan from the requirement to have an audit.
2.23 This exemption applies only to the investment information certified by the qualified certifying institution and does not extend to participant
data, contributions, benefit payments, required financial statement disclosures, or other information, regardless of whether it is included in the certified
information.3 Certain data furnished and certified by a qualified certifying institution is based on information supplied by plan management. Accordingly,
the amounts reported by the certifying institution as being received from, and
disbursed at the direction of, plan management or other authorized parties
are subject to audit procedures to evaluate whether such transactions have
been properly determined in accordance with the terms of the plan and that
the information included in the financial statements and supplemental schedules has been presented in compliance with the DOL's rules and regulations.
If the auditor is precluded from performing these audit procedures, it may be
necessary for the auditor to disclaim an opinion on the financial statements
in accordance with AU-C section 705, Modifications to the Opinion in the Independent Auditor's Report (AICPA, Professional Standards), because of the
limitation on the scope of the audit, and it would not be appropriate to comment about whether the financial statements and supplemental schedules are
presented in compliance with ERISA and the applicable DOL regulations.
2.24 This limited-scope audit exemption does not apply to information
about investments held by a broker or dealer, or an investment company. In
3
See paragraphs 5.49–.51 of this guide for a discussion about the accounting and reporting for
loans to participants.
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addition, if a limited-scope audit is to be performed on a plan funded under a
master trust arrangement or other similar vehicle, then separate individual
plan certifications from the certifying institution need to be obtained by plan
management to support the allocation of the assets and the related net income
to the specific plan.
2.25 The nature and extent of the audit procedures to be performed will
depend on a variety of factors, including the functions being performed by
third-party service organizations. One factor is whether a SOC 1 report that
addresses areas other than investments is available, and, if so, the type of
report and related results. (See chapter 4 of this guide for a discussion of
AU-C section 402, Audit Considerations Relating to an Entity Using a Service
Organization [AICPA, Professional Standards].)
Note
Guidance on the auditor's report and responsibilities for the limited-scope
audit is provided in paragraphs 11.57–.71 of this guide.
2.26 Exhibit 2-1, "Conditions Generally Allowing a Limited-Scope Audit Versus a Full-Scope Audit for Employee Benefit Plans Subject to ERISA,"
summarizes, in a decision-tree format, the conditions that generally allow for
limited-scope audits.
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Exhibit 2-1 4
Conditions Generally Allowing a Limited-Scope Audit Versus a
Full-Scope Audit for Employee Benefit Plans Subject to ERISA

Other Applicable Auditing Guidance
2.27 The following exhibits provide guidance, in a decision-tree format,
on ERISA audit requirements for the following situations:
a. Exhibit 2-2, "Pension Plan Audit Decision Tree," summarizes the
conditions that generally require audits of pension plan financial
statements and supplemental schedules under ERISA.
b. Exhibit 2-3, "Welfare Benefit Plans Audit: Decision Flowchart,"
summarizes the conditions that generally require audits of H&W
plans under ERISA.
c. Exhibit 2-4, "Small Pension Plan Audit Waiver (SPPAW) Summary," summarizes the small pension plan audit waiver.

4
See paragraph 11.59 of this guide for guidance on the effect on the independent auditor's report
when only a portion of the plan's investments are certified by a qualifying institution.
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5
See the small pension plan audit waiver summary in exhibit 2-4, "Small Pension Plan Audit Waiver (SPPAW) Summary,"
if applicable.
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Note A—Participant means any individual who is included in one of the categories below:
Active participants
Active participants (such as, any individuals who are currently in
employment covered by the plan and who are earning or retaining
credited service under the plan). This includes any individuals who
are eligible to elect to have the employer make payments under a
Code section 401(k) qualified cash or deferred arrangement. Active
participants also include any nonvested individuals who are earning
or retaining credited service under the plan. This does not include (a)
nonvested former employees who have incurred the break in service
period specified in the plan or (b) former employees who have received
a "cash-out" distribution or deemed distribution of their entire nonforfeitable accrued benefit.
Retired or separated participant receiving benefits
Retired or separated participants receiving benefits (such as, individuals who are retired or separated from employment covered by the
plan and who are receiving benefits under the plan). This does not
include any individual to whom an insurance company has made an
irrevocable commitment to pay all the benefits to which the individual
is entitled under the plan.
Other retired or separated participants entitled to future benefits
Other retired or separated participants entitled to future benefits
(such as, any individuals who are retired or separated from employment covered by the plan and who are entitled to begin receiving benefits under the plan in the future). This does not include any individual
to whom an insurance company has made an irrevocable commitment
to pay all the benefits to which the individual is entitled under the
plan.
Deceased individuals
Deceased individuals who had one or more beneficiaries who are receiving or are entitled to receive benefits under the plan. This does not
include any individual to whom an insurance company has made an
irrevocable commitment to pay all the benefits to which the beneficiaries of that individual are entitled under the plan.
Note B—80–120 Rule
If the number of participants reported on line 5 of the Form 5500 is
between 80 and 120, and a Form 5500 annual return/report was filed
for the prior plan year, the plan may elect to complete the return/report
in the same category ("large plan" or "small plan") as was filed for the
prior return/report. Thus, if a Form 5500 annual return/report was
filed for the prior plan year as a small plan, including the Schedule I if
applicable, and the number entered on line 5 of the current year Form
5500 is 120 or less, the plan may elect to complete the current Form
5500 and schedules in accordance with the instructions for a small
plan, including for eligible filers, filing the Form 5500-SF instead of
the Form 5500.
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Note C—Short plan year rule
If the plan had a short plan year of seven (7) months or less for either
the prior plan year or the plan year being reported on the current Form
5500, an election can be made to defer filing the audit in accordance
with 29 CFR 2520.104-50. If such an election was made for the prior
plan year, the current Form 5500 must be completed following the
requirements for a large plan, including the attachment of the Schedule H and the audit reports, regardless of the number of participants
entered in Part II, line 5.
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Exhibit 2-3
Welfare Benefit Plans Audit: Decision Flowchart
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Note 1—Welfare benefit plans filing Form 5500 are generally required to have
an audit unless the plan is unfunded, fully insured, or a combination of unfunded and insured. The remainder of the flowchart will assist in the determination of whether this exception applies.
Note 2—A fully insured welfare benefit plan has its benefits provided exclusively through insurance contracts or policies, the premiums of which must be
paid directly to the insurance carrier by the employer or employee organization from its general assets or partly from its general assets and partly from
contributions by its employees or members (which the employer or employee
organization forwards within three [3] months of receipt). The insurance contracts or policies discussed above must be issued by an insurance company
or similar organization that is qualified to do business in any state. Administrative services only (ASO) arrangements with insurance companies with or
without stop-loss insurance do not qualify as a fully insured plan. Additionally,
if a plan is fully insured but is in a trust, an audit would be required.
Note 3—According to the Department of Labor (DOL), under Reg. 2520.104-44,
the existence of a separate fund or account for the plan by the employer or a TPA
can cause the requirement that funds be paid directly from the general assets
of the employer not to be met. For example, if a separate account is maintained
that would be deemed to be a trust under state law, then the related plan would
be deemed to be funded under ERISA requiring an audit.
Note 4—According to DOL Technical Releases 88-1 and 92-01, in the case of
a cafeteria plan described in Section 125 of the IRC, the DOL will not assert
a violation in any enforcement proceeding solely because of a failure to hold
participant contributions in trust. Nor, in the absence of a trust, will the DOL
assert a violation in any enforcement proceeding or assess a civil penalty with
respect to a cafeteria plan because of a failure to meet the reporting requirements by reason of not coming within the exemptions set forth in Sections
2520.104-20 and 2520.104-44 solely as a result of using participant contributions to pay plan benefits or expenses attendant to the provision of benefits.
Note 5—According to DOL, under DOL Reg. 2520.104-44, all participant contributions for plans or periods of time where an IRC Section 125 feature is or
was not present must be used solely to pay premiums to an insurer or HMO
in order for the financial reporting and audit relief accorded under this regulation to apply. As a result, the insurer or HMO must assume the risk for
benefit payments for this relief to apply (for example, ASO arrangements do
not qualify).
Note 6—Salary reduction amounts (for example, under Section 125 arrangements) and COBRA premiums are considered participant contributions under
ERISA.
Note 7—If a plan is deemed to be funded for a part of a plan year, then the entire
plan year is subject to ERISA's financial reporting and disclosure requirements
and all plan related activity must be reported. If a plan is considered funded
the entire plan becomes subject to audit. However, it is not always obvious
when a plan is considered funded. The plan administrator may wish to consult
with legal counsel, plan actuaries, and/or the DOL to determine if a plan meets
the definition of funded.
Note 8—DOL will conclude the plan is funded if assets are shown on Schedule
H of the Form 5500. Only plans that are deemed to be funded based on this
decision flowchart should show assets on Form 5500.
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Exhibit 2-4
Small Pension Plan Audit Waiver (SPPAW) Summary
(Applies to Plan Years Beginning on or after April 18, 2001)

2.28 Generally, when an audit is required, the plan's financial statements
accompany the Form 5500, Annual Return/Report of Employee Benefit Plan,
that is filed by the plan administrator. The Form 5500 requires note disclosure of differences between the audited financial statements and the financial
information reported on the Form 5500 Schedule H, Financial Information.
The DOL may reject a filing that does not properly reconcile information contained in the financial statements with information contained in the Form
5500, Schedule H.
2.29 ERISA requires that certain supplemental schedules accompany the
basic financial statements. Typically, in full-scope audits, the auditor is engaged to report on such supplementary information in relation to the financial
statements as a whole. (See paragraphs 11.18–.24 of this guide for further
discussion when reporting on supplemental schedules.) In such circumstances,
the auditor's measure of materiality with regard to the information in the
supplemental schedules is the same as that used in the audit of the financial
statements. The auditor's responsibility when engaged to report on whether
supplementary information is fairly stated, in all material respects, in relation to the financial statements as a whole is described in AU-C section 725,
Supplementary Information in Relation to the Financial Statements as a Whole
(AICPA, Professional Standards). If, however, the auditor is separately engaged to express an opinion on the supplementary information, as described in
paragraph .14 of AU-C section 805, Special Considerations—Audits of Single
Financial Statements and Specific Elements, Accounts, or Items of a Financial
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Statement (AICPA, Professional Standards), the auditor should determine materiality for each individual element reported on rather than the aggregate of
all elements or the complete set of financial statements.
2.30 When the auditor is engaged to perform a DOL limited-scope audit, as described in paragraph 2.22, and consequently disclaims an opinion on
the financial statements as a whole, the auditor is not permitted to issue an
opinion on the supplemental schedules. However, because the DOL requires
supplemental schedules to be presented with the financial statements, the auditor is required to follow the guidance in AU-C section 720, Other Information
in Documents Containing Audited Financial Statements (AICPA, Professional
Standards). See paragraphs 11.73–.79 of this guide for further discussion when
reporting on supplemental schedules when performing a limited-scope audit.

Communication With Those Charged With Governance
2.31 Paragraph .11 of AU-C section 260, The Auditor's Communication
With Those Charged With Governance (AICPA, Professional Standards), states
that the auditor should communicate with those charged with governance an
overview of the planned scope and timing of the audit. In accordance with
paragraph .A18 of AU-C section 260, care is required when communicating
with those charged with governance about the planned scope and timing of the
audit, so as not to compromise the effectiveness of the audit, particularly when
some or all of those charged with governance are involved in managing the
entity. For example, communicating the nature and timing of detailed audit
procedures may reduce the effectiveness of those procedures by making the
procedures predictable.
2.32 AU-C section 260 defines those charged with governance as the person(s) or organization(s) (for example, a corporate trustee) with responsibility
for overseeing the strategic direction of the entity and the obligations related
to the accountability of the entity. Paragraph .07 of AU-C section 260 states
that the auditor should determine the appropriate person(s) within the entity's
governance structure with whom to communicate. In accordance with paragraph .A8 of AU-C section 260, when the appropriate person(s) with whom to
communicate is not clearly identifiable, the auditor and the engaging party
may need to discuss and agree on the relevant person(s) within the entity's
governance structure with whom the auditor will communicate.
2.33 For a plan, the appropriate person(s) with whom to communicate
may not be clearly identifiable from the engagement circumstances. Some plans
have a formal board of trustees (or other formal governing body), and others do
not. When the appropriate person(s) with whom to communicate is not clearly
identifiable, the auditor and the engaging party may need to discuss and agree
on the relevant person(s) within the entity's governance structure with whom
the auditor will communicate. For a single employer employee benefit plan,
the individual charged with governance may include the individual with the
level of authority and responsibility equivalent to an audit committee, such as
the named fiduciary, which is often the plan sponsor, or an officer thereof; the
sponsor's board of directors or audit committee; or a committee overseeing the
activities of the employee benefit plan, such as the employee benefit committee, employee benefit administrative committee, employee benefit investment
committee, plan administrator, or other responsible party.
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Note: Multiemployer and Multiple Employer Plans
For a multiemployer plan, those charged with governance will ordinarily be
the joint board of trustees consisting of members from both labor and management. For a multiple employer plan, one employer generally is designated
as the plan sponsor or administrator who has overall responsibility for plan
governance.
2.34 Paragraph .10 of AU-C section 260 states that the auditor should
communicate with those charged with governance the auditor's responsibilities
with regard to the financial statement audit, including that
a. the auditor is responsible for forming and expressing an opinion
about whether the financial statements that have been prepared
by management, with the oversight of those charged with governance, are prepared, in all material respects, in accordance with
the applicable financial reporting framework.
b. the audit of the financial statements does not relieve management
or those charged with governance of their responsibilities.
2.35 The responsibilities noted in items (a) and (b) in paragraph 2.34 may
be communicated at the beginning of the engagement through the engagement
letter or other form of contract that records the terms of the engagement, if
that letter or contract is provided to those charged with governance.
2.36 The auditor also should communicate with those charged with governance an overview of the planned scope and timing of the audit, as stated
in paragraph .11 of AU-C section 260. In accordance with paragraph .A39 of
AU-C section 260, the auditor may communicate matters either orally or in
writing. When matters required to be communicated in AU-C section 260 have
been communicated orally, paragraph .20 of AU-C section 260 states that the
auditor should include them in the audit documentation, including when and
to whom they were communicated. When matters have been communicated in
writing, the auditor should retain a copy of the communication as part of the
audit documentation. In accordance with paragraph .A20 of AU-C section 260,
matters communicated may include the following:
a. How the auditor proposes to address the significant risks of material misstatement, whether due to fraud or error
b. The auditor's approach to internal control relevant to the audit
c. The application of materiality in the context of an audit
d. If the entity has an internal audit function, how the auditor and
the internal auditors can work together in a constructive and complementary manner, including any planned use of the work of the
internal audit function in obtaining audit evidence and the nature
and extent of any planned use of internal auditors to provide direct
assistance
2.37 Additional items the auditor may communicate are discussed in paragraphs .A13–.A33 of AU-C section 260. Other planning matters, as set forth in
paragraph .A21 of AU-C section 260, that may be appropriate to discuss with
those charged with governance include

r
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— The appropriate person(s) in the entity's governance
structure with whom to communicate
— The allocation of responsibilities between those charged
with governance and management
— The entity's objectives and strategies and the related
business risks that may result in material misstatements
— Matters those charged with governance consider as warranting particular attention during the audit and any
areas for which they request additional procedures to be
undertaken
— Significant communications with regulators

r
r
r

— Other matters those charged with governance believe are
relevant to the audit of the financial statements
the attitudes, awareness, and actions of those charged with governance concerning (a) the entity's internal control and its importance in the entity, including how those charged with governance
oversee the effectiveness of internal control, and (b) the detection
or the possibility of fraud.
the actions of those charged with governance in response to developments in law, accounting standards, corporate governance
practices, and other related matters.
the actions of those charged with governance in response to previous communications with the auditor.

2.38 Paragraph .A22 of AU-C section 260 states that although communication with those charged with governance may assist the auditor to plan the
scope and timing of the audit, it does not change the auditor's sole responsibility
to establish the overall audit strategy and the audit plan, including the nature,
timing, and extent of procedures necessary to obtain sufficient appropriate audit evidence. In accordance with paragraph .16 of AU-C section 260, the auditor
should communicate in writing with those charged with governance significant
findings or issues from the audit if, in the auditor's professional judgment,
oral communication would not be adequate. For further guidance on the communication process, including matters to be communicated; the form, timing,
adequacy of the communication process; and documentation of the communication, see AU-C section 260.

Engagement Letter
2.39 AU-C section 210 addresses the auditor's responsibilities in agreeing
upon the terms of the audit engagement with management and, when appropriate, those charged with governance.6

6
Paragraph .A20 of AU-C section 210, Terms of Engagement (AICPA, Professional Standards),
states that the roles of management and those charged with governance in agreeing upon the terms
of the audit engagement for the entity depend on the governance structure of the entity and relevant
law or regulation. Depending on the entity's structure, the agreement may be with management,
those charged with governance, or both. When the agreement on the terms of engagement is only
with those charged with governance, nonetheless, the auditor is required to obtain management's
agreement that it acknowledges and understands its responsibilities, as required by paragraph .06
of AU-C section 210.
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2.40 In accordance with paragraph .10 of AU-C section 210, the agreedupon terms of the audit engagement should be documented in an audit engagement letter or other suitable form of written agreement. The form and content
of the audit engagement letter may vary for each entity. The audit engagement
letter should include the following:
a. The objective and scope of the audit of the financial statements
Note
If management or those charged with governance of an entity that is required
by law or regulation to have an audit imposes a limitation on the scope of
the auditor's work in the terms of a proposed audit engagement, such that
the auditor believes the limitation will result in the auditor disclaiming an
opinion on the financial statements as a whole, and a disclaimer of opinion
is acceptable under the applicable law or to the regulator, the auditor is
permitted, but not required, to accept the engagement.
Employee benefit plans are an example of entities that are required to have
an audit by law or regulation, and a disclaimer of opinion is acceptable,
in certain circumstances, under the applicable law or to the regulator. For
such entities, the auditor is neither precluded from accepting, nor required to
accept, the engagement, regardless of whether management imposes a scope
limitation that is expected to result in the auditor disclaiming an opinion on
the financial statements as a whole. (See paragraphs .07 and .A19 of AU-C
section 210.)
An employee benefit plan engagement may be a full-scope or DOL limitedscope audit. If the engagement is to be a DOL limited-scope audit, the engagement letter may include a reference to the applicable regulations, such as
Regulation 2520.103-8 or 2520.103-127 of the DOL's Rules and Regulations
for Reporting and Disclosure under ERISA (see paragraph .A23 of AU-C
section 210), and plan management's responsibilities as they relate to the
completeness and accuracy of the certification (see 29 CFR 2520.103-5).
b. The responsibilities of the auditor
c. The responsibilities of management
d. A statement that because of the inherent limitations of an audit,
together with the inherent limitations of internal control, an unavoidable risk exists that some material misstatements may not be
detected, even though the audit is properly planned and performed
in accordance with GAAS
e. Identification of the applicable financial reporting framework for
the preparation of the financial statements
f. Reference to the expected form and content of any reports to be
issued by the auditor and a statement that circumstances may arise
in which a report may differ from its expected form and content
2.41 Paragraph .13 of AU-C section 210 states that on recurring audits,
the auditor should assess whether circumstances require the terms of the audit
7
Under Department of Labor (DOL) Regulation 2520.103-12, the plan administrator may also
request the auditor to perform a limited-scope audit of the plan's investment in a 103-12 investment
entity (103-12 IE) if the 103-12 IE has properly filed its report with the DOL.
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engagement to be revised. If the auditor concludes that the terms of the preceding engagement need not be revised for the current engagement, the auditor
should remind management of the terms of the engagement, and the reminder
should be documented.
2.42 Generally, this understanding would be obtained during the planning phase of an engagement (prior to commence4ment of fieldwork). If this
understanding changes during the course of the engagement, the auditor may
want to obtain an updated engagement letter that documents such changes. For
more specific guidance regarding the change in terms of the audit engagement,
see paragraphs .14–.17 and .A35–.A39 of AU-C section 210.
2.43 In addition to the matters listed in paragraph .10 of AU-C section
210, the auditor may want to include the following in an engagement letter for
an employee benefit plan audit:
a. Whether there are any other scope limitations, other than the DOL
limited-scope, imposed by circumstances or by management, provided the auditor believes the restrictions imposed by management
will result in a qualified opinion or a disclaimer of opinion that is
acceptable under the applicable law or to the regulator. (See paragraphs .07 and .A18 of AU-C section 210 and paragraph 2.19 and
item (a) in paragraph 2.40.)
b. The auditor's responsibility with respect to supplemental schedules accompanying the basic financial statements. (See paragraphs
2.29–.30.)
c. The auditor's responsibility with respect to the consideration of the
plan's qualification for tax-exempt status, with sufficient specificity
to make clear that the audit does not contemplate an opinion on
the plan's tax qualification status nor is the audit designed to verify
the plan's compliance with all the applicable provisions of the IRC
or ERISA. (See chapter 9, "Plan Tax Status," of this guide.)
d. The auditor's responsibility with respect to information in the Form
5500. (See paragraphs 10.03–.08 of this guide.) Obtaining a draft of
the Form 5500 prior to the report release date enables the auditor
to resolve possible material inconsistencies and apparent material
misstatements of fact with management on a timely basis. The
auditor may delay the release of the auditor's report until management provides a completed Form 5500 to the auditor.

Note
The engagement letter might address the fact that when the auditor's report
is to be included with the Form 5500 filing, the auditor's report will not be
attached to the financial statements included with the Form 5500 until the
auditor has read the completed Form 5500. Additionally, the engagement
letter might address who is responsible for the preparation of the Form 5500.
e. Whether due to the complex or subjective nature of the subject
matter, arrangements concerning the involvement of other auditors
and specialists in some aspects of the audit.
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Note
For example, use of actuaries for DB plans and H&W plans; valuation professionals for investments whose valuations are subjective, such as derivative
financial instruments, nonpublicly held securities, or real estate; or ERISA
tax and legal specialists in some aspect of the audit.
f. The effects of other regulations or laws, such as the Sarbanes-Oxley
Act of 2002 and the Health Insurance Portability and Accountability Act of 1996, and the use of or need for access to protected
personal information.
g. If applicable, the involvement of third-party service organizations
or affiliates of the public accounting firm, such as the use of staff
from a foreign office or location, on the audit engagement.
h. The auditor's communication responsibilities with those charged
with governance in accordance with AU-C section 260.
i. The agreement of management to make available to the auditor
draft financial statements and any accompanying other information in time to allow the auditor to complete the audit in accordance
with the proposed timetable. This could also include information
from service organizations, such as the trustee and recordkeeper.
Note
The auditor may assist in drafting the financial statements, in whole or in
part, based on information provided to the auditor by management during the
performance of the audit. Such assistance is considered a nonattest service
under the "Nonattest Services" subtopic (AICPA, Professional Standards, ET
sec. 1.295) under the "Independence Rule" (AICPA, Professional Standards,
ET sec. 1.200.001) of the AICPA Code of Professional Conduct, for periods beginning on or after December 15, 2014. The concept of an independent audit
requires that the auditor should not assume management's responsibility for
the preparation and fair presentation of the financial statements. Before performing nonattest services, the auditor should determine that management
has agreed to
a. assume all management responsibilities.
b. oversee the preparation of the financial statements, by designating
an individual, preferably within senior management, who possesses
suitable skill, knowledge, and/or expertise. The auditor should assess
and be satisfied that such individual understands the services to be
performed sufficiently to oversee them. However, the individual is
not required to possess the expertise to perform or reperform the
preparation of the financial statements.
c. evaluate the adequacy and results of the services performed.
d. accept responsibility for the results of the services.
Before performing nonattest services, the auditor should establish and document in writing his or her understanding with the client regarding the
objectives of the engagement, services to be performed, client's acceptance
of its responsibilities, auditor's responsibilities, and any limitations of the
engagement. See ET section 1.295 for further details.
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j. The agreement of management to inform the auditor of events
occurring or facts discovered subsequent to the date of the financial
statements, of which management may become aware, that may
affect the financial statements.
k. Arrangements concerning the involvement of internal auditors and
other staff of the entity.
Note
In accordance with paragraphs .19 and .28 of AU-C section 610, Using the
Work of Internal Auditors (AICPA, Professional Standards), in communicating an overview of the planned scope and timing of the audit with those
charged with governance in accordance with AU-C section 260, the external
auditor should communicate how the external auditor plans to use internal
auditors in obtaining audit evidence and to provide direct assistance. In addition, paragraph .30 of AU-C section 610 states that prior to using internal
auditors to provide direct assistance, the external auditor should obtain written acknowledgment from management or those charged with governance, as
appropriate, that internal auditors providing direct assistance to the external
auditor will be allowed to follow the external auditor's instructions, and that
the entity will not intervene in the work the internal auditor performs for the
external auditor.
This communication may be included within the engagement letter (or other
suitable form of written agreement of the terms of engagement) or could
be included in a separate document prepared by the external auditor and
acknowledged in writing by management or those charged with governance,
as appropriate. See the "Use of Internal Auditors" section in this chapter for
more information regarding this required communication.
l. Arrangements made with the predecessor auditor, if any, in the
case of an initial audit for the successor firm.
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Exhibit 2-5
Following is an illustrative engagement letter for a full-scope 401(k) employee
benefit plan audit engagement. The 401(k) plan contains general purpose financial statements prepared in accordance with U.S. GAAP. This letter has been
prepared based on the illustration in paragraph .A42 of AU-C section 210. For
purposes of this illustration, the auditor has also been engaged to report on
the supplemental schedules in accordance with AU-C section 725. This letter
is not authoritative and is intended only to be a guide that may be used in
conjunction with the considerations outlined in AU-C section 210. This letter
may not contain all matters that pertain to the engagement and, therefore, may
need to be modified, as appropriate, for the individual circumstances of each
engagement.
Note
If the engagement is for a Form 11-K audit; for other than a full-scope audit; or
if the financial statements are prepared in accordance with a special purpose
framework, such as modified cash basis of accounting, the engagement letter
would be modified accordingly.
[Date]
Plan Administrator,8 Sample Company 401(k) Employee Benefit Plan
[Address]
The Objective and Scope of the Audit
You9 have requested that we audit the financial statements of Sample
Company 401(k) Employee Benefit Plan (the Plan), which comprise the
statements of net assets available for benefits as of December 31, 20X2
and 20X1, and the related statement of changes in net assets available
for benefits for the year ended December 31, 20X2,10 the related notes
to the financial statements and report on the supplemental schedules
of the Plan for the year ended December 31, 20X2, which are to be
included in the Plan's form 5500 filing with the Employee Benefits
Security Administration (EBSA) of the Department of Labor (DOL).
You have also requested that we report on whether the supplemental
schedule(s) [identify schedules] required by the DOL's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974 (ERISA) are fairly stated, in all material
respects, in relation to the financial statements as a whole, all of which

8
Paragraph .09 of AU-C section 210 states that the auditor should agree upon the terms of the
audit engagement with management or those charged with governance, as appropriate. The engagement letter for an employee benefit plan is typically addressed to the appropriate representative of
management or those charged with governance for the plan. This may include the chairman of the
audit committee or the chief financial officer of the plan. For a multiemployer plan, the engagement
letter is addressed to the board of trustees because the board of trustees is the administrator of the
plan.
9
Throughout this letter, references to you, we, us, management, those charged with governance,
and auditor would be used or amended as appropriate in the circumstances.
10
For defined benefit plans, add "statement of accumulated plan benefits and changes in accumulated plan benefits," if these are included as separate statements. For health and welfare plans,
add "statements of plan obligations and changes in plan obligations," if these are included as separate
statements.
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are to be included in the Form 5500 filed with the DOL. The supplemental schedules are presented for the purpose of additional analysis
and are not a required part of the financial statements but are supplementary information required by the DOL's Rules and Regulations
for Reporting and Disclosure under ERISA.11
We are pleased to confirm our acceptance and our understanding of
this audit engagement by means of this letter. Our audit will be conducted with the objective of our expressing an opinion on the financial
statements and to report on whether the supplemental schedules are
fairly stated, in all material respects, in relation to the financial statements as a whole.12
The Responsibilities of the Auditor
We will conduct our audit in accordance with auditing standards generally accepted in the United States of America (GAAS). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free from
material misstatement. An audit involves performing procedures to
obtain audit evidence about the amounts and disclosures in the financial statements. The procedures selected depend on the auditor's
judgment, including the assessment of the risks of material misstatement of the financial statements, whether due to fraud or error. An
audit also includes evaluating the appropriateness of accounting policies used and the reasonableness of significant accounting estimates
made by management, as well as evaluating the overall presentation
of the financial statements.13
The supplemental schedules will be subjected to the audit procedures
applied in the audit of the financial statements and certain additional
procedures. Accordingly, our report will state whether the information
is fairly stated in all material respects in relation to the financial
statements as a whole.14
11

If a limited-scope audit is to be performed, this paragraph may be replaced with the following:
As permitted by 29 CFR 2520.103.8 of the Department of Labor's (DOL) Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security
Act of 1974 (ERISA), you have instructed us not to perform any auditing procedures with
respect to asset information certified or provided by [name of qualifying institution], other
than comparing that information with the related information included in the financial
statements and supplemental schedule[s]. Under ERISA, the Plan administrator is generally responsible to the Plan participants for the financial information and the ability of
the certifying entity to issue such ERISA certification.
We are pleased to confirm our acceptance and our understanding of this audit engagement
by means of this letter.

12
13

If a limited-scope audit is to be performed, this paragraph would be deleted.
If a limited-scope audit is to be performed, this paragraph may be replaced with the following:
Except as noted above, we will conduct our audit in accordance with auditing standards
generally accepted in the United States of America (GAAS). Because of the significance
of the information that we will not audit, we will not express an opinion on the financial
statements and supplemental schedule[s]. The form and content of the information included in the financial statements and supplemental schedule[s], other than that derived
from the information certified or provided by [name of qualifying institution], will be audited by us in accordance with GAAS, and will be subjected to tests of your accounting
records and other procedures as we consider necessary to enable us to express an opinion
as to whether they are presented in compliance with the DOL's Rules and Regulations for
Reporting and Disclosure under ERISA.

14

See footnote 12.
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Because of the inherent limitations of an audit, together with the
inherent limitations of internal control, an unavoidable risk that
some material misstatements may not be detected exists, even though
the audit is properly planned and performed in accordance with
GAAS.
In making our risk assessments, we consider internal control relevant
to the plan's preparation and fair presentation of the financial statements and supplemental schedules in order to design audit procedures
that are appropriate in the circumstances but not for the purpose of
expressing an opinion on the effectiveness of the plan's internal control. However, we will communicate to you in writing concerning any
significant deficiencies or material weaknesses in internal control relevant to the audit of the financial statements that we have identified
during the audit, including those that were remediated during the
audit.
As a part of our audit, we will perform certain procedures, as required
by GAAS, directed at considering the plan's compliance with applicable Internal Revenue Code (IRC) requirements for tax-exempt status.
As we conduct our audit, we will be aware of the possibility that events
affecting the plan's tax status may have occurred. Similarly, we will
be aware of the possibility that events affecting the plan's compliance
with the requirements of ERISA may have occurred. We will inform
you of any instances of tax or ERISA noncompliance that come to our
attention during the course of our audit. You should recognize, however, that our audit is not designed to nor is it intended to determine
the plan's overall compliance with applicable provisions of the IRC or
ERISA.
The Responsibilities of Management and Identification of the Applicable Financial Reporting Framework
Our audit will be conducted on the basis that [plan management and,
when appropriate, those charged with governance] acknowledge and
understand that they have responsibility
a. for the preparation and fair presentation of the financial
statements in accordance with accounting principles generally accepted in the United States of America which
includes the determination of the appropriate value of
investments;15
b. for the design, implementation, and maintenance of internal control relevant to the preparation and fair presentation of financial statements that are free from material
misstatements, whether due to fraud or error;
c. for the supplemental schedules and that they were derived
from, and relate directly to, the underlying accounting and
other records used to prepare the financial statements
including for the fair presentation of the supplemental
schedules and the form and content of the supplemental

15
For limited-scope audits, management is also responsible for determining if the certification
from the qualified institution includes the appropriate valuation of investments as of the plan's year
end.

AAG-EBP 2.43

©2016, AICPA

39

Planning and General Auditing Considerations

schedules in compliance with the DOL's Rules and Regulations for Reporting and Disclosure under ERISA;16
d. for identifying and determining that the plan complies
with the laws and regulations applicable to its activities;
and
e. to provide us with
i. access to all information of which [management]
is aware that is relevant to the preparation and
fair presentation of the financial statements such
as records, documentation, and other matters;
ii. additional information that we may request from
[management] for the purpose of the audit; and
iii. unrestricted access to persons within the plan
from whom we determine it necessary to obtain
audit evidence.
As part of our audit process, we will request from [management and,
when appropriate, those charged with governance] written confirmation concerning representations made to us in connection with the
audit of the financial statements and to report on the supplemental
schedules.
Management is responsible for informing us about related party transactions, including transactions with parties in interest, as defined in
Section 3(14) of ERISA and the regulations thereunder.
Management is responsible for adjusting the financial statements to
correct material misstatements and for affirming to us in the representation letter that the effects of any uncorrected misstatements
aggregated by us during the current engagement and pertaining to
the latest period presented are immaterial, both individually and in
the aggregate, to the financial statements as a whole.
Other Relevant Information
You have not engaged us to prepare or review the plan's Form 5500
filing with the DOL. Because the audited financial statements are
required to be filed with the Form 5500, professional standards require that we read the Form 5500 prior to its filing. The purpose of
this procedure is to consider whether information or the manner of its
presentation in the Form 5500 is materially inconsistent with the information or the manner of its presentation appearing in the financial
statements. These procedures are not sufficient nor are they intended
to determine that the Form 5500 is completely and accurately prepared. In the event that our report is issued prior to our having read
the Form 5500, you agree not to attach our report to the financial

16

For limited-scope audits this responsibility would be replaced with the following:
for the supplemental schedules and that they were derived from, and relate directly to,
the underlying accounting and other records used to prepare the financial statements
including for the fair presentation of the supplemental schedules and the form and content
of the financial statements and supplemental schedules in compliance with the DOL's
Rules and Regulations for Reporting and Disclosure under ERISA.
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statements included with the Form 5500 filing until we have read the
completed Form 5500.17
The working papers for this engagement are the property of [name of
CPA firm] and constitute confidential information. Except as discussed
below, any requests for access to our working papers will be discussed
with you prior to making them available to requesting parties.18
We may be requested to make certain working papers available to
the DOL pursuant to authority given to it by law or regulation. If
requested, access to such working papers will be provided under the
supervision of [name of audit firm] personnel. Furthermore, upon request, we may provide photocopies of selected working papers to the
DOL. We will mark all information as confidential and maintain control over the duplication of all such information. However, the DOL
may intend or decide to distribute the photocopies or information contained therein to others, including other governmental agencies. You
will be billed for additional fees as a result of the aforementioned
work.19
Our fees will be billed as work progresses and are based on the amount
of time required at various levels of responsibility, plus actual out-ofpocket expenses. Invoices are payable within XX days of receipt. We
will notify you immediately of any circumstances we encounter that
.
could significantly affect our initial estimate of total fees of $
Reporting
We will issue a written report upon completion of our audit of Sample
Company 401(k) Employee Benefit Plan's financial statements. Our
report will be addressed to [the plan administrator and participants,
plan sponsor, board of directors, or other appropriate addressee]. We

17
This paragraph would be deleted or revised if the auditor has in fact been engaged to prepare
or review the plan's Form 5500 filing. The auditor may issue a separate engagement letter or add the
following paragraph if the auditor has been engaged to prepare the Form 5500:

Our engagement will also include preparation (or review) of the Plan's Form 5500 filing
for the DOL. With the completion of these services, we will authorize the Plan to include
our reports on the financial statements and supplemental schedules in the Plan's Form
5500 filing. In order for us to perform this nonattest service, the Plan Administrator,
in conjunction with management of the Plan Sponsor, agrees to perform the following
functions:
a. Assume all management responsibilities with respect to the Form 5500
b.

Oversee the service, by designating an individual, preferably within senior
management, who possesses suitable skill, knowledge, and/or expertise

c.

Evaluate the adequacy and results of the services performed

d.

Accept responsibility for the results of the services

Any other nonattest services you request will be covered in a separate engagement letter.
(See item (i) in paragraph 2.43 regarding assistance in preparing the financial statements.)
18

If the auditors participate in a peer review program, they may add the following paragraph:
Our firm, as well as other accounting firms, participates in a peer review program covering
our audit and accounting practices. This program requires that once every three years,
we subject our system of quality control to an examination by another accounting firm.
As part of this process, the other firm will review a sample of our work. It is possible that
the work we perform for you may be selected for its review. If it is, the firm is bound by
professional standards to keep all information confidential.

19
See paragraph 10.40 of this guide for further information regarding DOL access to auditor's
working papers.
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cannot provide assurance that an unmodified opinion20 will be expressed. Circumstances may arise in which it is necessary for us to
modify our opinion, add an emphasis-of-matter or other-matter paragraph(s), or withdraw from the engagement.
We also will report on whether the supplemental schedules of [insert titles] are fairly stated in all material respects in relation to the
financial statements as a whole.21
Please sign and return the attached copy of this letter to indicate
your acknowledgement of, and agreement with, the arrangements for
our audit of the financial statements and supplemental schedule(s),
including our respective responsibilities.
[Firm Name]
Accepted and agreed to22

[Plan Administrator's
Signature]23

[Sample Company—Chief
Financial Officer's Signature]

[Title]

[Title]

[Date]

[Date]

Audit Planning
2.44 AU-C section 300 addresses the auditor's responsibility to plan an
audit of financial statements. Paragraph .02 of AU-C section 300 states that
planning an audit involves establishing the overall audit strategy for the engagement and developing an audit plan. In accordance with paragraph .04 of
AU-C section 300, the objective of the auditor is to plan the audit so that it will
be performed in an effective manner.
2.45 The auditor should establish an overall audit strategy that sets the
scope, timing, and direction of the audit and that guides the development of the
audit plan. The nature, timing, and extent of planning will vary according to
the type of employee benefit plan; size and complexity of the plan's operations;
auditor's experience with the plan; and understanding of the plan and its
environment, including its internal control (and any restrictions placed on
the audit). See paragraph 2.19.
2.46 In accordance with paragraph .A2 of AU-C section 300, planning
is not a discrete phase of the audit but, rather, a continual and iterative
20
For a limited-scope audit, "unmodified opinion" would be replaced with "a limited-scope opinion as permitted by Regulation 2520.103-8 of the DOL's Rules and Regulations for Reporting and
Disclosure under ERISA."
21
For a limited-scope audit, this paragraph would be deleted.
22
For multiemployer plans, the engagement letter generally is signed by a trustee or the plan
administrator (if the plan trustees vote for the plan administrator to do so.)
23
A copy of the signed letter is generally sent to the audit committee, if one exists.
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process that often begins shortly after (or in connection with) the completion of the previous audit and continues until the completion of the current
audit engagement. Planning, however, includes consideration of the timing of
certain activities and audit procedures that need to be completed prior to the
performance of further audit procedures.
2.47 AU-C section 300 contains requirements for preliminary engagement activities, planning activities, determining the extent of involvement of
professionals possessing specialized skills, additional considerations in initial
audit engagements, and documentation. Refer to AU-C section 300 for further
details. The subsequent example substantive audit procedures are not considered required procedures nor are they considered to be all-inclusive.

Coordination of Plan Sponsor and Plan Audits
2.48 When the audit firm is engaged to audit the plan sponsor's financial
statements, as well as the plan's financial statements, it is generally more
efficient to coordinate the audits, particularly with regard to testing payroll and
participant data and information provided to the plan's actuary or other service
providers. Although payroll testing is generally performed in conjunction with
the sponsor's audit, the relevant payroll assertions related to the plan audit
may or may not have been tested. When determining the scope of payroll testing
for the plan audit, the plan auditor may consider gaining an understanding of
the assertions relevant to payroll that were tested during the plan sponsor's
audit. For example, payroll testing performed during the sponsor's audit may
not place enough emphasis on testing individual amounts withheld and may be
insufficient to allow the auditors of the plan to rely on specific payroll reports,
such as the payroll register.

Considerations for Payroll and Demographic Data
2.49 Information from the plan sponsor's payroll, time reporting, and
human resources systems is often used as audit evidence when performing the
audit of a plan. This information may be relevant for DC plans, DB plans, and
H&W plans. The auditor is responsible for gaining an understanding of how
the plan operates and how information from these systems is relevant to the
plan's financial statement assertions. For example

r
r
r
r
r
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in a DC plan, the compensation paid or hours worked may be relevant to the participant deferrals and related employer matching
contribution.
in a DB plan, compensation paid or hours worked may be relevant
to the information used by the actuary to estimate the accumulated plan benefits.
in a contributory plan, participant contributions for active employees are deducted from an employee's paycheck through the
payroll system.
demographic data, such as date of birth (age) or employment status, may be relevant to a participant's eligibility to participate in
a plan or receive a distribution.
information from the payroll system may be used to determine
the completeness of the active participants in a plan or to perform
analytical procedures.
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2.50 Payroll and demographic information is often electronic. Paper personnel files with compensation and demographic information may not exist at
the plan sponsor. The plan sponsor may only be able to provide the auditor
with screen shots and electronic reports. If this information is electronic, the
auditor may need to consider the IT application used to generate this electronic
information if it is used as audit evidence. The auditor considers the extent of
involvement of IT applications in the creation of data used as audit evidence
in the performance of his or her audit procedures. When placing reliance on
electronic audit evidence for tests of controls and substantive procedures, the
auditor may establish a basis for reliance by

r
r
r

determining the source of the audit evidence (which IT application
produces the information).
testing the clerical accuracy of audit evidence.
performing tests of the electronic data to determine the completeness of the data flows to and from original source documents.

2.51 The auditor may perform tests of controls to establish a basis for
reliance to support the accuracy of the audit evidence, including tests of relevant IT general controls. If the auditor determines that the control environment does not support the prevention or detection and correction of material
misstatements, the auditor may manually test the clerical accuracy of audit
evidence and perform tests of the electronic data to determine the completeness
of the data flows to and from original source documents through substantive
procedures. Examples of substantive procedures may include testing demographic data, compensation, or hours from the payroll register to appropriate
supporting evidence and reconciling compensation from the payroll register to
the plan sponsor's general ledger.
2.52 Often, payroll processing is outsourced to a third-party service
provider that may or may not have an appropriate type 2 SOC 1 report. (See
chapter 4 of this guide for further discussion of SOC 1 reports.)
2.53 If the plan sponsor's internal audit department has performed procedures to test the payroll data that is relevant to the plan audit, it may be
effective to consider the internal auditor's procedures in designing the nature,
timing, and extent of the plan audit procedures.

Use of Internal Auditors
2.54 AU-C section 610 addresses the external auditor's responsibilities if
using the work of internal auditors, including using the work of the internal
audit function in obtaining audit evidence and using internal audit to provide
direct assistance under the direction, supervision, and review of the external
auditor. AU-C section 610 does not apply if the entity does not have an internal
audit function or if it is not relevant to the audit.
2.55 Paragraph .11 of AU-C section 610 states that the objective of the external auditor, when the entity has an internal audit function and the external
auditors expects to use the work of the internal auditors to modify the nature
or timing, or reduce the extent, of audit procedures to be performed directly by
the external auditor, are as follows:
a. To determine whether to use the work of the internal audit function
in obtaining audit evidence or to use internal auditors to provide
direct assistance, and if so, in which areas and to what extent

©2016, AICPA

AAG-EBP 2.55

44

Employee Benefit Plans

b. If using the work of the internal audit function in obtaining audit
evidence, to determine whether that work is adequate for purposes
of the audit
c. If using internal auditors to provide direct assistance, to appropriately direct, supervise, and review their work
2.56 Paragraphs .13–.24 of AU-C section 610 include auditing requirements for determining whether, in which areas, and to what extent the work
of the internal audit function can be used in obtaining audit evidence.
2.57 In performing the audit of an employee benefit plan, the auditor may
request direct assistance from the plan sponsor's internal auditors. Paragraphs
.25–.32 of AU-C section 610 include auditing requirements for determining
whether, in such areas, and to what extent internal auditors can be used to
provide direct assistance. As discussed in paragraph 2.43, prior to using internal auditors to provide direct assistance, the external auditor should obtain
written acknowledgment from management or those charged with governance,
as appropriate, that internal auditors providing direct assistance to the external auditor will be allowed to follow the external auditor's instructions, and
that the entity will not intervene in the work the internal auditor performs for
the external auditor. See AU-C section 610 for further discussion.

Note
The written acknowledgment required by paragraph .30 of AU-C section 610
may be included within the audit engagement letter (or other suitable form
of written agreement of the terms of engagement) or could be included in a
separate document prepared by the external auditor and acknowledged in
writing by management or those charged with governance, as appropriate.
See paragraph 2.43 for additional in-formation regarding the engagement
letter.

Involvement of Professionals Possessing Specialized Skills
2.58 In accordance with paragraph .12 of AU-C section 300, the auditor
should consider whether specialized skills are needed in performing the audit.
If specialized skills are needed, the auditor should seek the assistance of a
professional possessing such skills, who either may be on the auditor's staff or
an outside professional. For example, the auditor may need specialized skills
or knowledge to plan and perform auditing procedures for an employee benefit
plan that has investments that are valued using unobservable inputs. In such
circumstances, the auditor should have sufficient knowledge to communicate
the objectives of the other professional's work; evaluate whether the specified
audit procedures will meet the auditor's objectives; and evaluate the results of
the audit procedures applied as they relate to the nature, timing, and extent
of further planned audit procedures. AU-C section 300 addresses situations in
which the engagement team includes a member or consults an individual or
organization with expertise in a specialized area of accounting or auditing.
2.59 AU-C section 620, Using the Work of an Auditor's Specialist (AICPA,
Professional Standards), addresses the auditor's responsibilities relating to
the work of an individual or organization possessing expertise in a field other
than accounting or auditing when that work is used to assist the auditor in
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obtaining sufficient appropriate audit evidence. See paragraph 2.65 for further
information about using the work of an auditor's specialist.

Financial Reporting Considerations
2.60 Plan management should have processes and controls placed in operation over the financial reporting process for the plan's financial statements.
Employee benefit plan sponsors typically use third-party service providers in
some capacity to assist in administering their plans. It is not uncommon for the
third-party service provider reports to be used as the basis for the plan's financial statements because, often, no general ledger is maintained for the plan.
Although the plan sponsor may have outsourced administrative functions to a
third party, the plan sponsor still has a fiduciary responsibility under ERISA
over the financial reporting process.
2.61 Plan management should understand the accounting basis under
which the third-party service provider reports are prepared. For example, if
the reports are prepared on a modified cash basis, which is considered a special purpose framework under GAAS, there may be adjustments necessary
to convert to the accrual basis if that is the plan's accounting policy. Plan
sponsor personnel responsible for financial reporting should be familiar with
the applicable financial reporting framework (for example, accounting principles generally accepted in the United States of America [GAAP]) and ERISA
requirements for employee benefit plans. Service provider reports used to prepare the financial statements should be reviewed by plan management for
reasonableness and appropriate accrual adjustments.
Note
For additional guidance on management's responsibilities with respect to controls over financial reporting, refer to AU-C section 315, Understanding the
Entity and Its Environment and Assessing the Risks of Material Misstatement
(AICPA, Professional Standards).

Communication and Coordination
2.62 Communication and coordination considerations are an important
aspect in planning and performing an audit of a plan because of the numerous
parties who are involved in the administration of the plan, such as the following:

r
r
r
r
r
r
r
r
r
r
r
r

Plan sponsors
Plan fiduciaries
Trustees or custodians
Recordkeepers
Claim processors and contract administrators
Benefits consultants
Investment advisers or managers
Plan administrators
Other independent auditors
Plan actuaries
ERISA legal counsel
Insurance companies

©2016, AICPA

AAG-EBP 2.62

46

Employee Benefit Plans

Audit Risk
2.63 AU-C section 200 states that audit risk is the risk that the auditor expresses an inappropriate audit opinion when the financial statements
are materially misstated. Audit risk is a function of the risk of material misstatement and detection risk. Examples of areas presenting particular risks of
material misstatement when auditing employee benefit plans are (a) the fair
value of investments, (b) new types of investments, (c) complex calculations of
benefit amounts, (d) transactions initiated by telephone or electronic means
(such as the Internet or intranet), and (e) the basis for calculating employer
and employee contributions. The auditor should consider audit risk in relation
to the relevant assertions related to individual account balances, classes of
transactions, and disclosures and at the overall financial statement level in
order to design an appropriate audit response.
Note
See chapter 3 of this guide for the discussion of risk assessment.

Transactions Processed by Service Organizations
2.64 Many employers outsource certain aspects of the administration of
their employee benefit plans. Examples include recordkeeping, benefit payments, or claims processed by service organizations, such as bank trust departments, data processing service bureaus, insurance companies, and claims
administrators. Most plans allow participants to initiate transactions by telephone or electronic means (such as the Internet or intranet). Often, the plan
sponsor does not maintain independent accounting records supporting the
transactions. AU-C section 402 addresses the user auditor's responsibility for
obtaining sufficient appropriate audit evidence in an audit of the financial
statements of a user entity that uses one or more service organizations. See
chapter 4 of this guide for further discussion of audit procedures for third-party
service organizations and SOC 1 reports.
Note: Service Organizations
Although the plan sponsor may have outsourced administrative functions to a
third party, the plan sponsor still has a fiduciary responsibility under ERISA
over the financial reporting process. Moreover, this extends to the requirements for the auditor to evaluate the design of the plan sponsor's established
internal controls over financial reporting with respect to the plan's financial
statement audit.

Using the Work of a Specialist
Background
2.65 Although the auditor is expected to be knowledgeable about business
matters in general, the auditor is not expected to have or to obtain the same
level of understanding of a subject as an expert in that particular field. Various
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specialists may be involved in the audit of an employee benefit plan, including
the following:
a. Auditor's specialist. An auditor's specialist is an individual or organization possessing expertise in a field other than accounting or
auditing when that work is used to assist the auditor in obtaining
sufficient appropriate audit evidence. An auditor's specialist may
be either an auditor's internal specialist (who is a partner or staff,
including temporary staff, of the auditor's firm or a network firm)
or an auditor's external specialist. (An auditor's external specialist is not a member of the engagement team.) AU-C section 620
addresses the auditor's responsibilities relating to the work of an
individual or organization possessing expertise in a field other than
accounting or auditing when that work is used to assist the auditor
in obtaining sufficient appropriate audit evidence.
Note
Examples of when auditor's specialists are used in employee benefit plan audit engagements include individuals with expertise in (a) determining the
amounts derived by using specialized techniques or methods, such as actuarial determinations for benefit obligations and disclosures; (b) valuation of
complex financial instruments and other assets measured at fair value, such
as real estate and businesses; (c) fair value measurements for nonpublicly
traded employer stock in ESOP plans; (d) a health claims specialist to assist
in testing claim payments in a H&W plan; and (e) interpretation of contracts,
laws, and regulations, such as union contracts, plan documents, and IRS and
DOL regulations.
b. Management's specialist. A management's specialist is an individual or organization possessing expertise in a field other than accounting or auditing whose work in that field is used by the entity
to assist the entity in preparing the financial statements. AU-C
section 500, Audit Evidence (AICPA, Professional Standards), addresses the auditor's responsibilities when information to be used
as audit evidence has been prepared using the work of a management's specialist.
Note
For an employee benefit plan, management's specialists may include actuaries or valuation specialists used when preparing the financial statements
(for example, fair value measurements [appraisal] for nonpublicly traded employer stock in ESOP plans and actuarial information used in the financial
statements of a DB plan or H&W plan).

Decision to Use the Work of a Specialist
2.66 The decision to use an auditor's specialist is generally made in the
planning stage of the audit engagement. However, during the audit, an auditor
may encounter unforeseen risks of material misstatement related to complex
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or subjective matters potentially material to the financial statements. Such
matters may require special skill or knowledge and, in the auditor's judgment,
may require using the work of an auditor's specialist (internal or external) to
obtain sufficient appropriate audit evidence. This is most often seen in employee benefit plans that have investments valued using unobservable inputs.
The nature, timing, and extent of the auditor's procedures with respect to the
requirements in AU-C section 620 will vary depending on the circumstances,
and the auditor should consider the matters in paragraph .08 of AU-C section
620.

Qualifications and Work of a Specialist—Competence, Capabilities,
and Objectivity
2.67 When using the work of an auditor's specialist, the auditor should
evaluate whether the auditor's specialist has the necessary competence, capabilities, and objectivity for the auditor's purposes, in accordance with paragraph
.09 of AU-C section 620. Similarly, if information that is to be used as audit
evidence has been prepared using the work of a management's specialist, the
auditor should, to the extent necessary, taking into account the significance
of that specialist's work for the auditor's purposes, evaluate the competence,
capabilities, and objectivity of that specialist in accordance with item (a) in
paragraph .08 of AU-C section 500. (See paragraph .A19 of AU-C section 620
and paragraph .A42 of AU-C section 500 for circumstances that may threaten
objectivity.)
2.68 Competence relates to the nature and level of expertise of the specialist. Capability relates to the ability of the specialist to exercise that competence
in the circumstances.
2.69 Objectivity relates to the possible effects that bias, conflict of interest,
or the influence of others may have on the professional or business judgment
of the specialist:

r

r
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Auditor's external specialist. In the case of an auditor's external specialist, the evaluation of objectivity should include inquiry
regarding interests and relationships that may create a threat
to the objectivity of the auditor's specialist, in accordance with
paragraph .09 of AU-C section 620. If the auditor believes a relationship between the entity and auditor's specialist might impair
the objectivity of the auditor's specialist, the auditor may perform
additional procedures with respect to some or all of the assumptions, methods, or findings of the auditor's specialist to determine
that the findings are reasonable or may engage another auditor's
specialist for that purpose. See paragraph .A22 of AU-C section
620.
Management's specialist. When evaluating the objectivity of a
management's specialist, paragraph .A44 of AU-C section 500
states that it may be relevant to discuss with management and
that specialist any interests and relationships that may create
threats to the specialist's objectivity and any applicable safeguards, including any professional requirements that apply to the
specialist, to evaluate whether the safeguards are adequate.
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Note
When a management's specialist is used, the auditor may want to include
a specific representation in the client representation letter. See chapter 10,
"Concluding the Audit and Other Auditing Considerations," of this guide for a
discussion on plan representations. An example representation is as follows:
We assume responsibility for the findings of the [actuary, appraiser, or other
specialist] in evaluating [the present value of accumulated plan benefits, fair
value of employer stock, or other] and have adequately considered his or her
qualifications in determining the amounts and disclosures used in the financial statements and underlying accounting records. We did not give nor cause
any instructions to be given to the specialist with respect to the values or
amounts derived in an attempt to bias his or her work, and we are not otherwise aware of any matters that have had an effect on the objectivity of the
specialist.
2.70 Interests and relationships creating threats may include financial
interests, business and personal relationships, or provision of other services.
See paragraph .A21 of AU-C section 620 or paragraph .A44 of AU-C section
500, as appropriate.

Note: Auditor's Specialist
In some cases, the auditor may obtain a written representation from the
auditor's external specialist about any interests or relationships with the
entity of which that specialist is aware.

2.71 Information regarding the competence, capabilities, and objectivity
of an auditor's or a management's specialist may come from a variety of sources,
such as the following (See paragraph .A16 of AU-C section 620 or paragraph
.A39 of AU-C section 500, as applicable.):
a. Personal experience with previous work of that specialist
b. Discussions with that specialist
c. Discussions with other auditors or others who are familiar with
that specialist's work
d. Knowledge of that specialist's qualifications, membership in a professional body or industry association, license to practice, or other
forms of external recognition
e. Published papers or books written by that specialist
f. For auditor's specialists only, the quality control policies and procedures of the auditor's firm and such other procedures the auditor
considers necessary in the circumstances
g. For management's specialists only, an auditor's specialist, if any,
that assists the auditor in obtaining sufficient appropriate audit evidence with respect to information produced by the management's
specialist
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Note
Actuaries generally are either an Associate of the Society of Actuaries or a
Fellow of the Society of Actuaries. Credentials and experience of an actuary can be verified through the Online Directory of Actuarial Memberships
at www.soa.org. Valuation experts and appraisers generally will hold one
or more of the following designations: AICPA—Accredited in Business Valuation, Institute of Business Appraisers—Certified Business Appraiser, National Association of Certified Valuators and Analysts—Certified Valuation
Analyst, or American Society of Appraisers—Accredited Senior Appraiser.

2.72 Matters relevant to evaluating the competence, capabilities, and
objectivity of the auditor's or management's specialist include whether that
specialist's work is subject to technical performance standards or other professional or industry requirements (for example, ethical standards and other
membership requirements of a professional body or industry association, accreditation standards of a licensing body, or requirements imposed by law or
regulation). See paragraph .A17 of AU-C section 620 or paragraph .A40 of AU-C
section 500, as appropriate.
2.73 Other matters that may be relevant include the following (See paragraph .A18 of AU-C section 620 or paragraph .A41 of AU-C section 500, as
appropriate.):

r

r
r

The relevance of the competence of the auditor's specialist, or the
relevance of the capabilities and competence of the management's
specialist, to the matter for which that specialist's work will be
used, including any areas of specialty within that specialist's field.
For example, a particular actuary may specialize in property and
casualty insurance but have limited expertise regarding pension
calculations.
The competence of the auditor's or management's specialist with
respect to relevant accounting and auditing requirements (for example, knowledge of assumptions and methods, including models,
when applicable, that are consistent with the applicable financial
reporting framework).
Whether unexpected events, changes in conditions, or the audit
evidence obtained from the results of audit procedures indicate
that it may be necessary to reconsider the initial evaluation of
the competence, capabilities, and objectivity of the auditor's or
management's specialist as the audit progresses.

Auditor’s Specialists
2.74 The evaluation of the significance of threats to objectivity and
whether a need exists for safeguards may depend upon the role of the auditor's specialist and the significance of the specialist's work in the context of
the audit. There may be some circumstances in which safeguards cannot reduce
threats to an acceptable level (for example, if a proposed auditor's specialist
is an individual who has played a significant role in preparing the information that is being audited [that is, if the proposed auditor's specialist is the
management's specialist]). See paragraph .A20 of AU-C section 620.
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Management’s Specialists
2.75 Although safeguards cannot eliminate all threats to the objectivity of
a management's specialist, threats such as intimidation threats may be of less
significance to a specialist engaged by the entity than to a specialist employed
by the entity, and the effectiveness of safeguards such as quality control policies
and procedures may be greater. Because the threat to objectivity created by
being an employee of the entity will always be present, a specialist employed
by the entity cannot ordinarily be regarded as being more likely to be objective
than other employees of the entity. See paragraph .A43 of AU-C section 500.

Obtaining an Understanding of the Work of the Specialist
2.76 After the auditor has become satisfied with the competence, capabilities, and objectivity of the specialist, the auditor should obtain an understanding of the work of that specialist. For an auditor's specialist, this means the
auditor should obtain a sufficient understanding of the field of expertise of the
auditor's specialist to enable the auditor to determine the nature, scope, and
objectives of the work of the auditor's specialist and to evaluate the adequacy
of that work for the auditor's purposes. See paragraph .10 of AU-C section
620. An understanding of the work of a management's specialist includes an
understanding of the relevant field of expertise, which may be obtained in
conjunction with the auditor's determination of whether the auditor has the
expertise to evaluate the work of the management's specialist, or whether the
auditor needs an auditor's specialist for this purpose. See item (b) in paragraph
.08 and paragraph .A45 of AU-C section 500.
2.77 Aspects of the field of the specialist relevant to the auditor's understanding may include the following (See paragraph .A24 of AU-C section 620
or paragraph .A46 of AU-C section 500, as appropriate.):
a. Whether that specialist's field has areas of specialty within it that
are relevant to the audit
b. Whether any professional or other standards and regulatory or
legal requirements apply
c. What assumptions and methods, including models, when applicable, are used by the specialist and whether they are generally
accepted within that specialist's field and appropriate for financial
reporting purposes
d. The nature of internal and external data or information that the
specialist uses

Agreement With the Specialist
2.78 For an auditor's specialist, paragraph .11 of AU-C section 620 states
that the auditor should agree in writing, when appropriate, with the auditor's
specialist regarding (a) the nature, scope, and objectives of the work of the
auditor's specialist; (b) the respective roles and responsibilities of the auditor
and auditor's specialist; (c) the nature, timing, and extent of communication
between the auditor and auditor's specialist, including the form of any report
to be provided by the auditor's specialist; and (d) the need for the auditor's
specialist to observe confidentiality requirements.
2.79 In the case of a management's specialist engaged by the entity,
there will ordinarily be an engagement letter or other written form of agreement between the entity and that specialist. Evaluating that agreement when
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obtaining an understanding of the work of the management's specialist may
assist the auditor in determining, for the auditor's purposes, the appropriateness of (a) the nature, scope, and objectives of that specialist's work; (b) the
respective roles and responsibilities of management and that specialist; and
(c) the nature, timing, and extent of communication between management and
that specialist, including the form of any report to be provided by that specialist. In the case of a management's specialist employed by the entity, it is less
likely there will be a written agreement of this kind. Inquiry of the specialist
and other members of management may be the most appropriate way for the
auditor to obtain the necessary understanding. See paragraphs .A47–.A48 of
AU-C section 500.

Evaluating the Adequacy or Appropriateness of the Specialist’s Work
Auditor’s Specialist—Evaluating the Adequacy of the Work
2.80 The auditor should evaluate the adequacy of the work of the auditor's
specialist for the auditor's purposes, in accordance with paragraph .12 of AU-C
section 620, including

r
r

r

the relevance and reasonableness of the findings and conclusions
of the auditor's specialist and their consistency with other audit
evidence.
if the work of the auditor's specialist involves the use of significant
assumptions and methods
—

obtaining an understanding of those assumptions and
methods.

—

evaluating the relevance and reasonableness of those assumptions and methods in the circumstances, giving consideration to the rationale and support provided by the
specialist, and in relation to the auditor's other findings
and conclusions.

if the work of the auditor's specialist involves the use of source
data that is significant to the work of the auditor's specialist, the
relevance, completeness, and accuracy of that source data.

2.81 In accordance with paragraph .A36 of AU-C section 620, specific
procedures to evaluate the adequacy of the work of the auditor's specialist for
the auditor's purposes may include the following:
a. Making inquiries of the auditor's specialist
b. Reviewing the working papers and reports of the auditor's specialist
c. Performing corroborative procedures, such as
i. observing the work of the auditor's specialist
ii. examining published data, such as statistical reports from
reputable, authoritative sources (for example, discount
rates from the Pension Benefit Guarantee Corporation)
iii. confirming relevant matters with third parties
iv. performing detailed analytical procedures
v. reperforming calculations
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d. Engaging in discussions with another specialist with relevant expertise when, for example, the findings or conclusions of the auditor's specialist are not consistent with other audit evidence
e. Discussing the report of the auditor's specialist with management
2.82 In accordance with paragraph .A37 of AU-C section 620, relevant
factors when evaluating the relevance and reasonableness of the findings or
conclusions of the auditor's specialist, whether in a report or other form, may
include whether they are
a. presented in a manner consistent with any standards of the profession or industry of the auditor's specialist.
b. clearly expressed, including reference to the objectives agreed with
the auditor, the scope of the work performed, and standards applied.
c. based on an appropriate period and take into account subsequent
events, when relevant.
d. based on appropriate consideration of errors or deviations encountered by the auditor's specialist.
2.83 The use of an auditor's specialist does not allow the auditor to delegate his or her audit responsibilities. In accordance with paragraph .03 of AU-C
section 620, the auditor has sole responsibility for the audit opinion expressed,
and that responsibility is not reduced by the auditor's use of the work of an
auditor's specialist. Nonetheless, if the auditor, using the work of an auditor's
specialist, having followed AU-C section 620, concludes that the work of that
specialist is adequate for the auditor's purposes, the auditor may accept that
specialist's findings or conclusions in the specialist's field as appropriate audit
evidence.
2.84 Ordinarily, the auditor may use the work of the auditor's specialist
unless the auditor's procedures lead him or her to believe that the findings are
unreasonable in the circumstances. If the auditor determines that the work of
the auditor's specialist is not adequate for the auditor's purposes, the auditor
should agree with the auditor's specialist on the nature and extent of further
work to be performed by the auditor's specialist or should perform additional
audit procedures appropriate to the circumstances. See paragraph .13 of AU-C
section 620 and paragraph 2.94.
2.85 In accordance with paragraph .A41 of AU-C section 620, when the
work of an auditor's specialist involves the use of source data that is significant
to the work of the auditor's specialist, procedures such as the following may be
used to test that data:

r
r

Verifying the origin of the data, including obtaining an understanding of, and, when applicable, testing the internal controls
over, the data and, when relevant, its transmission to the auditor's specialist
Reviewing the data for completeness and internal consistency

2.86 The reliability of the source data used by the specialist is significant
to the accuracy of the specialist's findings and, ultimately, the financial statements. Therefore, the auditor performs procedures to corroborate both financial
and nonfinancial data that the client provided to the specialist, taking into account the auditor's assessment of control risk. The auditor's procedures may

©2016, AICPA

AAG-EBP 2.86

54

Employee Benefit Plans

include making inquiries of the specialist to determine whether the specialist
is satisfied about the accuracy of the source data, identifying and conducting appropriate tests and considering the reliability and relevance of the data
provided by the client to the specialist.

Management’s Specialist—Evaluating the Appropriateness of the Work
2.87 In accordance with item (c) in paragraph .08 of AU-C section 500
the auditor should evaluate the appropriateness of a management's specialist's work as audit evidence for the relevant assertion. Considerations when
evaluating the appropriateness of the management's specialist's work as audit
evidence for the relevant assertion may include

r
r
r

the relevance and reasonableness of a management's specialist's
findings or conclusions, their consistency with other audit evidence, and whether they have been appropriately reflected in the
financial statements.
if a management's specialist's work involves the use of significant
assumptions and methods, the relevance and reasonableness of
those assumptions and methods.
if a management's specialist's work involves significant use of
source data, the relevance, completeness, and accuracy of that
source data.

Using the Work of Specialists—Considerations for Employee Benefit
Plan Audits
2.88 Engaging an appraiser, especially for nonpublicly traded employer
stock, real estate, and other subjectively valued collateral, is another example
of using a specialist. The auditor should be familiar with the basic concepts
involved in the appraisal process in order to evaluate the competency, capabilities, and objectivity of appraisers. (See paragraphs 6.182–.183 of this guide for
further discussion on the use of actuaries.)
2.89 Auditors often need to involve specialists when auditing management's process for developing fair value measurements or when developing
an expectation of fair value estimates for investment securities by obtaining
values from a pricing specialist that is independent of the entity or plan. As
the complexity of fair value determinations increases, the need for and use of
internal and external pricing specialists has also increased.
2.90 When auditing management's process for developing fair value estimates using an external pricing specialist, procedures commonly performed by
auditors include
a. evaluating the qualifications and experience of the valuation specialists used by the plan (whether a third-party specialist or an
employee).
b. inquiring about the relationship, if any, of the specialist to the
entity.
c. identifying, reviewing, and documenting the objectives and scope of
the specialist's work and the methods and assumptions used by the
specialist and comparing them with those used in previous periods
and determining if the methods and assumptions are appropriate
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in the circumstances, considering the nature of the investments
being measured.
d. verifying the accuracy of the fair values used by the plan by agreeing them to the specialist's results on a test basis. (The specialist
often provides a report that discloses the specific methods and assumptions used to value each investment.)
e. testing the data used by the specialist and documenting the results
and conclusions.
f. documenting the conclusions, including whether the specialist's
findings and auditor's procedures provide sufficient evidence to
support the auditor's conclusions based on the risk assessments.
g. assessing the presence of management bias in recording fair value
estimates (particularly in the current economic environment).
2.91 When the audit approach is to develop an independent fair value
estimate for corroborative purposes, the auditor may also decide to use the services of a pricing specialist. In such instances, the same types of considerations
as previously noted are applicable.
2.92 Engaging an attorney to provide legal interpretations or opinions to
support management's assertions is another example of using a specialist.

Effect of the Auditor’s Specialist’s Work on the Auditor’s Report
2.93 The auditor should not refer to the work of an auditor's specialist
in an auditor's report containing an unmodified opinion. If the auditor makes
reference to the work of an auditor's external specialist in the auditor's report
because such reference is relevant to an understanding of a modification to
the auditor's opinion, the auditor should indicate in the auditor's report that
such reference does not reduce the auditor's responsibility for that opinion.
In such circumstances, the auditor may need the permission of the auditor's
specialist before making such a reference. See paragraphs .14–.15 and .A44 of
AU-C section 620.
2.94 If the auditor concludes that the work of the auditor's specialist is
not adequate for the auditor's purposes, and the auditor cannot resolve the
matter through the additional audit procedures required by paragraph .13 of
AU-C section 620, it may be necessary to express a modified opinion in the
auditor's report in accordance with AU-C section 705. See paragraph 2.84 and
paragraph .A43 of AU-C section 620.

Related-Party and Party in Interest Transactions
2.95 FASB Accounting Standards Codification (ASC) 850, Related Party
Disclosures, defines related parties in the following manner:
a. Affiliates of the entity
b. Entities for which investments in their equity securities would be
required, absent the election of the fair value option under the Fair
Value Option Subsection of Section 825-10-15, to be accounted for
by the equity method by the investing entity
c. Trusts for the benefit of employees, such as pension and profitsharing trusts that are managed by or under the trusteeship of
management
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d. Principal owners of the entity and members of their immediate
families
e. Management of the entity and members of their immediate families
f. Other parties with which the entity may deal if one party controls
or can significantly influence the management or operating policies
of the other to an extent that one of the transacting parties might
be prevented from fully pursuing its own separate interests
g. Other parties that can significantly influence the management or
operating policies of the transacting parties or that have an ownership interest in one of the transacting parties and can significantly
influence the other to an extent that one or more of the transacting
parties might be prevented from fully pursuing its own separate
interests.
2.96 Section 3(14) of ERISA defines a party in interest to include, among
others, fiduciaries or employees of the plan, any person who provides services
to the plan, an employer whose employees are covered by the plan, an employee
organization whose members are covered by the plan, a person who owns 50
percent or more of such an employer or employee organization, or relatives
of such persons just mentioned. ERISA defines parties in interest in much
the same way as FASB ASC 850 defines the term related parties, except that
ERISA's definition is broader and includes all entities and individuals that
provide services to the plan; however, these entities may not necessarily be
related parties.
2.97 The independent auditor of the plan's financial statements is a service provider to the plan and a party in interest. Other common parties in
interest include the plan sponsor's third-party service administrators, plan asset custodians, plan counsel, plan trustees, fund managers, and certain owners
or shareholders of the plan sponsor.
2.98 Certain plan transactions with parties in interest are prohibited
under Sections 406 and 407 of ERISA and are required, without regard to their
materiality, to be disclosed to the DOL in the plan's annual report Form 5500.
Note
See paragraph 2.126 for a discussion of the effect of management's failure
to properly disclose prohibited party in interest transactions on the auditor's
report and appendix A, "ERISA and Related Regulations," of this guide for a
discussion of DOL reporting requirements.
AU-C section 250, Considerations of Laws and Regulations in an Audit of
Financial Statements (AICPA, Professional Standards), addresses the auditor's responsibility to consider laws and regulations in an audit of financial
statements. As further discussed in paragraph 2.116, noncompliance with
laws and regulations would include party in interest transactions that may
be prohibited by ERISA. See paragraphs 2.115–.122 for a discussion about
the auditor's responsibilities relating to laws and regulations.
2.99 Prohibited transactions are also of interest from the perspective of
the plan's financial statements. They can give rise to significant receivables
because a plan fiduciary is liable to make good on losses to the plan resulting
from a breach of fiduciary duty and to restore to the plan any profits the
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fiduciary made through the use of the plan's assets. The potential effects of any
contingencies on the plan as a result of engaging in prohibited transactions
may need to be disclosed in the plan's financial statements in accordance with
the requirements of FASB ASC 450, Contingencies.
2.100 Prohibited transactions have an effect on the other party to the
transaction, as well as on the plan. ERISA provides for the levy of an excise
tax on the other party up to the full amount of the prohibited transaction. Also,
the fiduciary generally must correct the transaction, compensate the plan for
any losses, and return any profits made using plan assets.
2.101 Transactions between a plan and party in interest that are generally
prohibited under Section 406(a) of ERISA include
a. a sale, an exchange, or lease of property.
b. a loan or other extension of credit (including late deposits of employee deferrals to the trust).
c. the furnishing of goods, services, or facilities.
d. a transfer of plan assets to a party in interest for the use or benefit
of a party in interest.
e. an acquisition of employer securities or real property in violation
of the 10 percent limitation (Section 407 of ERISA).
2.102 Section 406(b) of ERISA prohibits certain transactions between the
plan and plan fiduciary. A plan fiduciary is prohibited from using the plan's
assets in its own interest or to acting on both sides of a transaction involving a
plan. Further, fiduciaries cannot receive money or any other consideration for
their personal account from any party doing business with the plan related to
that business.
2.103 There are certain exceptions dealing with party in interest transactions that do not prevent a plan fiduciary from receiving reasonable compensation for services to a plan or receiving benefits from a plan as a participant or
beneficiary, as long as such benefits are in accordance with the terms of a plan
as applied to all other participants and beneficiaries.
2.104 Payments to parties in interest for reasonable compensation for
office space and legal, accounting, and other services necessary for the operation
of a plan are permitted if certain conditions are met. For example, although
transactions with a trustee affiliate also serving as a fund adviser or manager
would generally be a prohibited transaction, the DOL has issued Prohibited
Transaction Exemptions (PTEs) (Nos. 84-24, 80-51, 78-19, 84-14, and 77-4)
relating to these types of transactions. Therefore, they are considered to be
exempt party in interest transactions and would not have to be reported on
Form 5500 or in the related supplemental schedules. However, in accordance
with FASB ASC 850-10-50-1, financial statements should include disclosures of
material related party transactions. Although FASB ASC 850 does not include
disclosure requirements for party in interest transactions, ERISA requires
plans to disclose a description of any agreements and transactions with persons
known to be parties in interest (refer to item (c)(iv) in paragraph A.52 in
appendix A of this guide).

Audit Considerations
2.105 AU-C section 550, Related Parties (AICPA, Professional Standards),
addresses the auditor's responsibilities relating to related party relationships
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and transactions in an audit of financial statements. Paragraph .04 of AU-C
section 550 states that the auditor has a responsibility to perform audit procedures to identify, assess, and respond to the risks of material misstatement
arising from the entity's failure to appropriately account for or disclose related party relationships, transactions, or balances. AU-C section 550 includes
requirements for the auditor relating to understanding the entity's related
party relationships and transactions; maintaining alertness for related party
information when reviewing records or documents; sharing related party information with the engagement team; identification and assessment of the
risks of material misstatement associated with related party relationships and
transactions; responses to the risks of material misstatement associated with
related party relationships and transactions; evaluation of the accounting for,
and disclosure of, identified related party relationships and transactions; communication with those charged with governance; and documentation. See AU-C
section 550 for specific information on these topics.
Note — PCAOB Auditing Standard No. 18
PCAOB Auditing Standard No. 18, Related Parties (AICPA, PCAOB Standards and Related Rules), issued in October 2014, establishes requirements
regarding the auditor's evaluation of a company's identification of, accounting for, and disclosure of relationships and transactions between the company
and its related parties.
Auditors performing audits of plans that are required to file a Form 11-K
with the SEC will need to conduct these audits in accordance with two sets
of auditing standards (PCAOB and GAAS). See paragraphs 11.40–.44 of
this guide for further discussion about Form 11-K filings with the SEC.
Accordingly, when performing related party procedures on an audit of a plan
that is required to file a Form 11-K with the SEC, in addition to the GAAS
requirements in AU-C section 550, the requirements of Auditing Standard
No. 18 also apply. See Auditing Standard No. 18 for further guidance at
www.pcaobus.org/Rules/Rulemaking/Docket038/Release 2014 002 Related
Parties.pdf.
2.106 Many of the procedures outlined in the following paragraphs are
normally performed in an audit in accordance with GAAS, even if the auditor
has no reason to suspect that related party or party in interest transactions
exist. Although many of the audit procedures for related party transactions
will also help the auditor identify party in interest transactions, other audit
procedures set forth in this section are specifically directed to party in interest
transactions.

Understanding the Entity’s Related-Party Relationships and Transactions
2.107 Paragraphs .13–.14 of AU-C section 550 state that in connection
with the engagement team discussion, the auditor should include specific considerations of the susceptibility of the financial statements to material misstatement due to fraud or error that could result from the entity's related party
relationships and transactions. The auditor should inquire of management regarding the following:

r

The identity of the entity's related parties, including changes from
the prior period
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The nature of the relationships between the entity and these related parties
Whether the entity entered into any transactions with these related parties during the period and, if so, the type and purpose of
the transactions

2.108 In accordance with paragraph .15 of AU-C section 550, the auditor
should inquire of management and others within the entity and perform other
risk assessment procedures considered appropriate to obtain an understanding
of the controls, if any, that management has established to

r
r
r

identify, account for, and disclose related party relationships and
transactions.
authorize and approve significant transactions and arrangements
with related parties.
authorize and approve significant transactions and arrangements
outside the normal course of business.

2.109 In accordance with paragraph .16 of AU-C section 550, the auditor
should inspect the following for indications of the existence of related party
relationships or transactions that management has not previously identified
or disclosed to the auditor:

r
r
r

Bank and legal confirmations obtained as part of the auditor's procedures. For employee benefit plans, this may include the trustee
confirmation.
Minutes of meetings of shareholders and those charged with
governance. For employee benefit plans, this may include the
employee benefit plan committees, plan administrator, board of
trustees, or another responsible party.
Such other records or documents as the auditor considers necessary in the circumstances of the entity.

Consideration of Party in Interest Relationships
2.110 The existence of certain party in interest relationships, such as
the plan sponsor, may be clearly evident. The following are examples of audit
procedures that may be performed to determine the existence of other parties
in interest:
a. Obtaining an understanding of the plan administrator's procedures
and controls for identifying, accounting for, and reporting and disclosure for related party or party in interest relationships and
transactions.
b. Obtaining an understanding of how the plan administrator authorizes and approves significant transactions and arrangements
with related parties and parties in interest, including transactions
outside the plan's normal course of business.
c. Evaluating controls in place to assess the appropriateness of related parties or party in interest transactions before such transactions close.
d. Requesting from appropriate personnel the identity of the plan's
related parties and parties in interest, including changes from the
prior year.
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e. Inquiring about the nature of relationships between the plan and
these parties and whether the plan entered into any transactions
with these parties during the period and, if so, the type and purpose
of the transactions.
f. Reviewing filings (for example, Form 5500 and Form LM-224 for
multiemployer plans) by the reporting entity with the DOL and
other regulatory agencies for the names of parties in interest.
g. Reviewing prior years' working papers for the names of known
parties in interest.
h. Inquiring of the predecessor plan auditor, if applicable, his or her
knowledge of existing relationships and the extent of management
involvement with parties in interest.
i. Inquiring of plan management whether any prohibited transactions have been identified as a result of past DOL, IRS, or other
governmental examinations.
j. Reviewing agreements with service providers.

Records or Documents the Auditor May Inspect
2.111 During the audit, the auditor should remain alert when inspecting
records or documents for arrangements or other information that may indicate
the existence of related party relationships or transactions that plan management has not previously identified or disclosed to the auditor. Paragraph
.A22 of AU-C section 550 states that during the audit, the auditor may inspect
records or documents that indicate the existence of related party relationships
or transactions that management has not previously identified or disclosed to
the auditor. Examples of those records or documents include the following:
a. Third-party confirmation obtained by the auditor (in addition to
bank and legal confirmations)
b. Information supplied by the entity to regulatory authorities
c. Statements of conflicts of interest from management and those
charged with governance
d. Records of the entity's investments and those of its benefit plans
e. Contracts and agreements with key management or those charged
with governance
f. Significant contracts and agreements not in the plan's ordinary
course of business
g. Specific invoices and correspondence from the plan's professional
advisers
h. Significant contracts renegotiated by the plan during the period
i. Internal auditors' reports

Sharing Related Party Information With the Engagement Team
2.112 In accordance with paragraph .18 of AU-C section 550, the auditor
should share with the other members of the engagement team the identity of
the entity's related parties and other relevant information obtained about the
related parties.
24
The Labor Management Reporting and Disclosure Act requires labor unions to report certain
financial information to the DOL on the Form LM-2.
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Responses to the Risks of Material Misstatement
2.113 The auditor places emphasis on testing material transactions with
parties known to be related to the plan. After identifying related party and
party in interest transactions, paragraph .21 of AU-C section 550 states that the
auditor should design and perform further audit procedures to obtain sufficient
appropriate audit evidence about the assessed risks of material misstatement
associated with related party relationships and transactions.
2.114 Paragraphs .A34–.A35 of AU-C section 550 state that the nature,
timing, and extent of the further audit procedures the auditor may select to
respond to the assessed risks of material misstatement associated with related
party relationships and transactions depend upon the nature of those risks and
the circumstances of the entity. Examples of substantive audit procedures that
the auditor may perform when the auditor has assessed a significant risk that
management has not appropriately accounted for or disclosed specific related
party transactions (whether due to fraud or error) include the following:

r
r
r
r
r

Confirming the purposes, specific terms, or amounts or the transactions with the related parties. (This audit procedure may be
less effective when the auditor judges that the entity is likely to
influence the related parties in their responses to the auditor.)
Inspecting evidence in possession of the other party(ies) to the
transaction.
Confirming or discussing significant information with intermediaries, such as banks, guarantors, agents, or attorneys, to obtain a
better understanding of the transaction.
Referring to financial publications, trade journals, credit agencies,
and other information sources when there is reason to believe that
unfamiliar customers, suppliers, or other business enterprises
with which material amounts of business have been transacted
may lack substance.
With respect to material uncollected balances, guarantees, and
other obligations, obtaining information about the financial capability of the other party(ies) to the transactions. Such information
may be obtained from audited financial statements, unaudited
financial statements, income tax returns, and reports issued by
regulatory agencies, taxing authorities, financial publications, or
credit agencies.

Consideration of Laws and Regulations
and Prohibited Transactions
2.115 AU-C section 250 addresses the auditor's responsibility to consider
laws and regulations in an audit of financial statements. It is the responsibility
of management, with the oversight of those charged with governance, to ensure
that the plan's operations are conducted in accordance with the provisions of
laws and regulations, including compliance with the provisions of laws and
regulations that determine the reported amounts and disclosures in the plan's
financial statements.
2.116 In accordance with paragraph .05 of AU-C section 250, the auditor is
responsible for obtaining reasonable assurance that the financial statements as
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a whole are free of material misstatement, whether caused by fraud or error. In
conducting an audit of financial statements, the auditor takes into account the
applicable legal and regulatory framework. Noncompliance is defined in AU-C
section 250 as acts of omission or commission by the entity, either intentional
or unintentional, which are contrary to the prevailing laws or regulations. Such
acts include transactions entered into by, or in the name of, the entity or on
its behalf by those charged with governance, management, or employees. For
employee benefit plans, noncompliance would include party in interest transactions that may be prohibited by ERISA. Because of the inherent limitations of
an audit, an unavoidable risk exists that some material misstatements in the
financial statements might not be detected, even though the audit is properly
planned and performed in accordance with GAAS. See AU-C section 250 for
further guidance.
2.117 In accordance with paragraph .14 of AU-C section 250, the auditor
should perform the following audit procedures that may identify instances of
noncompliance with other laws and regulations that may have a material effect
on the financial statements:

r
r

Inquiring of management and, when appropriate, those charged
with governance about whether the plan is in compliance with
such laws and regulations
Inspecting correspondence, if any, with the relevant licensing or
regulatory authorities

2.118 In accordance with paragraph .17 of AU-C section 250, if the auditor becomes aware of information concerning an instance of noncompliance
or suspected noncompliance with laws and regulations (for example, a possible
prohibited party in interest transaction), the auditor should obtain an understanding of the nature of the act and the circumstances in which it occurred and
further information to evaluate the possible effect on the financial statements.
2.119 If the auditor suspects noncompliance may exist, the auditor should
discuss the matter with management (at a level above those involved with the
suspected noncompliance, if possible) and, when appropriate, those charged
with governance. If management or, as appropriate, those charged with governance do not provide sufficient information that supports that the entity
is in compliance with laws and regulations, and in the auditor's professional
judgment, the effect of the suspected noncompliance may be material to the
financial statements, the auditor should consider the need to obtain legal advice. See paragraph .18 of AU-C section 250. For employee benefit plans, the
following may be considered:
a. Consult with the client's legal counsel or other specialists about the
application of ERISA to the circumstances and the possible effects
on the financial statements. Arrangements for such consultation
with the client's legal counsel should be made by the client.
b. If necessary, apply procedures such as those described in paragraphs 2.110–.114 to obtain further understanding of the nature of
the transaction.
2.120 The auditor should evaluate the implications of noncompliance in
relation to other aspects of the audit, including the auditor's risk assessment
and the reliability of written representations, and take appropriate action, in
accordance with paragraph .20 of AU-C section 250. If the auditor concludes,
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based on information obtained and, if necessary, consultation with legal counsel, that a party in interest transaction has resulted in noncompliance, the
auditor should consider the effect on the financial statements, as well as the
implications for other aspects of the audit. The implications of particular prohibited transactions will depend on the relationship of the perpetration and
concealment, if any, of the transactions to specific control procedures and the
level of management or employees involved.
2.121 It is important for the auditor to consider the effect of noncompliance
or prohibited transactions on the amounts presented in financial statements,
including contingent monetary effects. Because a plan fiduciary is liable to
make good on losses to the plan resulting from a breach of fiduciary duty and
to make the plan whole for any adverse consequences of noncompliance, prohibited transactions may give rise to significant receivables. Any receivable to
be recorded should include an allowance for estimated uncollectible amounts.
Contingencies arising from prohibited transactions may also need to be disclosed in accordance with the requirements of FASB ASC 450. See paragraph
10.09 of this guide for a discussion of commitments and contingencies.
Note
It should be noted that when a prohibited transaction exists, fines, penalties,
and damages cannot be paid by the plan. Such payments, if made by the plan,
would also be prohibited transactions.
2.122 It is important for the auditor to evaluate the adequacy of disclosure in the financial statements and required supplementary schedules of the
potential effects of prohibited transactions on the plan's operations.

Communication With Responsible Parties
2.123 Paragraph .21 of AU-C section 250 states that unless all of those
charged with governance are involved in management of the entity and aware
of matters involving identified or suspected noncompliance already communicated by the auditor, the auditor should communicate with those charged
with governance matters involving noncompliance with laws and regulations
that come to the auditor's attention during the course of the audit, other than
when the matters are clearly inconsequential. In an employee benefit plan engagement, this would include informing the plan administrator or others with
equivalent authority and responsibility with respect to prohibited transactions
and other noncompliance with laws and regulations that come to the auditor's
attention. (See footnote 3 in chapter 4 of this guide for a discussion of individuals with the level of authority and responsibility equivalent to an audit
committee.)

Effect on the Auditor’s Report
2.124 ERISA and DOL regulations require additional information to be
disclosed in the financial statements or presented in the supplemental schedules. Some of this information is required to be covered by the auditor's report included in an annual report filed with the DOL to cover the information
in the required supplementary schedules, including Schedule G, Part III—
Nonexempt Transactions. Chapter 11, "The Auditor's Report," of this guide
includes a discussion of auditor's reports on financial statements and reporting
on supplementary information, as well as examples of such reports.
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2.125 ERISA requires that all transactions with parties in interest (excluding any transactions exempted from prohibited transaction rules) be disclosed in the supplementary schedule without regard to their materiality.
Only those party in interest transactions that are considered prohibited by
ERISA, regardless of materiality, should be included on Schedule G, Part III—
Nonexempt Transactions. It is important to note, however, that delinquent participant contributions reported on line 4a are no longer required to be reported
on line 4d or Schedule G. See the frequently asked questions about reporting
delinquent participant contributions on the Form 5500 at the Employee Benefits Security Administration website at www.dol.gov/ebsa/faqs/faq compliance
5500.html. Plan officials faced with prohibited transactions (including late remittances of employee deferrals) ordinarily should consult with legal counsel to
determine if the plan sponsor should apply to the DOL's Voluntary Fiduciary
Correction Program (VFCP) with respect to a prohibited transaction. Full compliance with the VFCP will result in the DOL's issuance of a No-Action Letter
and no imposition of penalties. In addition, applicants that satisfy both the
VFCP requirements and the conditions of PTE 2002-51
a. will be eligible for immediate relief from payment of certain prohibited transaction excise taxes imposed by the IRS.
b. do not report the corrected transaction(s) as nonexempt transactions on line 4d of either Schedule H or Schedule I.
c. do not include such transaction(s) on the supplemental schedule of
nonexempt transactions with parties in interest.
2.126 If the auditor concludes that the plan has entered into a prohibited
transaction with a party in interest, and the transaction has not been properly
disclosed in the required supplemental schedule, the auditor should modify the
report on the supplemental schedule if the effect of the transaction is material
to the financial statements. If a material party in interest transaction that is
not disclosed in the supplemental schedule is also considered a related party
transaction and if that transaction is not properly disclosed in the notes to the
financial statements, the auditor should express a qualified or an adverse opinion on the financial statements. If the effect of the transaction is not material
to the financial statements, then the auditor may add a paragraph to the report
on the supplemental schedule to disclose the omitted transaction. See chapter
11 of this guide for further discussion and illustration for reporting prohibited
transactions.

Accounting Estimates
2.127 Certain areas of employee benefit plans operations require accounting estimates that may be significant in the preparation and presentation of
financial statements. AU-C section 540, Auditing Accounting Estimates, Including Fair Value Accounting Estimates, and Related Disclosures (AICPA,
Professional Standards), addresses the auditor's responsibilities relating to
accounting estimates, including fair value accounting estimates and related
disclosures, in an audit of financial statements. It also includes requirements
and guidance related to misstatements of individual accounting estimates and
indicators of possible management bias. Although the responsibility for making
estimates is that of management, paragraph .06 of AU-C section 540 states that
the objective of the auditor is to obtain sufficient appropriate audit evidence
about whether, in the context of the applicable financial reporting framework,

AAG-EBP 2.125

©2016, AICPA

65

Planning and General Auditing Considerations

(a) accounting estimates, including fair value accounting estimates, in the financial statements, whether recognized or disclosed, are reasonable and (b)
related disclosures in the financial statements are adequate. When planning
and performing procedures to evaluate accounting estimates, it is important
for the auditor to consider both subjective and objective factors.
2.128 Significant accounting estimates may affect certain elements of an
employee benefit plan's financial statements, such as investments when fair
value is measured with unobservable inputs, accumulated plan benefits in a
DB plan, and benefit obligations in a H&W plan. For additional guidance, see
AU-C section 540 and chapters 5, "Defined Contribution Retirement Plans," 6,
"Defined Benefit Pension Plans," 7, "Health and Welfare Benefit Plans," and 8,
"Investments," of this guide.

Going Concern Considerations
Update 2-1 Accounting and Reporting: Going Concern
In August 2014, FASB issued Accounting Standards Update (ASU) No. 201415, Presentation of Financial Statements—Going Concern (Subtopic 205-40):
Disclosure of Uncertainties about an Entity's Ability to Continue as a Going
Concern. This ASU requires management to evaluate whether there are conditions or events, considered in the aggregate, that raise substantial doubt
about an entity's ability to continue as a going concern within one year after
the date that the financial statements are issued or available to be issued,
and to provide for related disclosures in the notes to the financial statements.
The amendments to this ASU are effective for the annual period ending after
December 15, 2016, and for annual and interim periods thereafter. Early application is permitted. This guidance applies to all entities. If early adopting,
see the guidance in section H.01 in appendix H, "Guidance Updates."
In January 2015, the AICPA Auditing Standards Board issued four auditing
interpretations to address some of the effects of the accounting standards on
going concern. If FASB ASU No. 2014-15 is early adopted, these auditing interpretations to AU-C section 570, The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern (AICPA, Professional Standards),
address the following topics:

r
r
r
r

The definition of substantial doubt about an entity's ability to continue as a going concern
The definition of reasonable period of time
Interim financial information
Consideration of financial statement effects

See questions 1–4 and aicpa.org to view these interpretations. (www.aicpa
.org/Research/Standards/AuditAttest/Pages/RecentAAInterpretations.aspx.)
2.129 AU-C section 570 addresses the auditor's responsibility in an audit
of financial statements with respect to evaluating whether there is substantial
doubt about the entity's ability to continue as a going concern. For financial
reporting purposes, continuation of a plan as a going concern is assumed in
the absence of significant information to the contrary. Ordinarily, information that significantly contradicts the going concern assumption relates to the
plan's inability to continue to meet its obligations as they become due without
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an extraordinary contribution by the sponsor or substantial disposition of assets outside the ordinary course of business, externally forced revision of its
operations, or similar actions.
2.130 During the course of the audit, the auditor may become aware of
information that raises substantial doubt about the plan sponsor's ability to
continue as a going concern. Although employee benefit plans are not automatically and necessarily affected by the plan sponsor's financial adversities,
this situation may result in the auditor determining it to be a condition or an
event sufficient to evaluate whether there is substantial doubt about the plan's
ability to continue as a going concern.
2.131 Paragraph .03 of AU-C section 570 states that the auditor's responsibility is to evaluate whether there is substantial doubt about the entity's
ability to continue as a going concern for a reasonable period of time. The auditor's evaluation is based on the auditor's knowledge of relevant conditions or
events that exist at, or have occurred prior to the date of, the auditor's report.
Information about such conditions or events is obtained from the application
of audit procedures planned and performed to achieve audit objectives that are
related to management's assertions embodied in the financial statements being audited. Paragraph .09 of AU-C section 570 states that the auditor should
consider whether the results of the procedures performed during the course of
the audit identify conditions or events that, when considered in the aggregate,
indicate there could be substantial doubt about the entity's ability to continue
as a going concern for a reasonable period of time.
2.132 In accordance with paragraphs .15–.16 of AU-C section 570, if, after
considering identified conditions or events and management's plan, the auditor
concludes that substantial doubt about the entity's ability to continue as a going
concern for a reasonable period of time remains, the auditor should include an
emphasis-of-matter paragraph in the auditor's report to reflect that conclusion.
The auditor's conclusion about the entity's ability to continue as a going concern
should be expressed through the use of the phrase "substantial doubt about its
(the entity's) ability to continue as a going concern" or similar wording that
includes the terms substantial doubt and going concern. In a going-concern
emphasis-of-matter paragraph, the auditor should not use conditional language
in expressing a conclusion concerning the existence of substantial doubt about
the entity's ability to continue as a going concern.

Initial Audits of the Plan
2.133 Auditors of employee benefit plans often perform audits of plans that
previously were not subject to audit, or perhaps, they are the auditor of a plan
previously audited by another firm. AU-C section 510, Opening Balances—
Initial Audit Engagements, Including Reaudit Engagements (AICPA, Professional Standards), addresses the auditor's responsibilities relating to opening
balances in an initial audit engagement, including a reaudit engagement. AU-C
section 510 contains a presumptively mandatory requirement for the auditor to
read the most recent financial statements for information relevant to opening
balances, including disclosures, and consistency in the application of accounting policies. In addition to the discussion within this section on initial audits
of the plan, paragraph .A20 of AU-C section 300 provides further guidance on
additional considerations in initial audit engagements.
2.134 When the plan has been previously audited by another auditor,
the auditor communicates with the predecessor auditor in accordance with the

AAG-EBP 2.130

©2016, AICPA

67

Planning and General Auditing Considerations

requirements of AU-C section 210. Paragraphs .11–.12 of AU-C section 210
state that before accepting an engagement for an initial audit, including a
reaudit engagement, the auditor should request management to authorize the
predecessor auditor to respond fully to the auditor's inquiries regarding matters
that will assist the auditor in determining whether to accept the engagement. If
management refuses to authorize the predecessor auditor to respond or limits
the response, the auditor should inquire about the reasons and consider the
implications of that refusal in deciding whether to accept the engagement.
The auditor should evaluate the predecessor auditor's response, or consider
the implications if the predecessor auditor provides no response or a limited
response, in determining whether to accept the engagement. Paragraph .A31 of
AU-C section 210 states that the communication with the predecessor auditor
may be either written or oral. Matters subject to the auditor's inquiry of the
predecessor auditor may include
a. information that might bear on the integrity of management.
b. disagreements with management about accounting policies, auditing procedures, or other similarly significant matters.
c. communications to those charged with governance regarding fraud
and noncompliance with laws or regulations by the entity.
d. communications to management and those charged with governance regarding significant deficiencies and material weaknesses
in internal control.
e. the predecessor auditor's understanding about the reasons for the
change of auditors. (The DOL also requires that auditor changes
and the reason for the change be reported on Form 5500, Schedule
C, Service Provider Information.)
2.135 When performing an initial audit engagement, paragraphs .06–
.07 of AU-C section 510 state that the auditor should read the most recent
financial statements, if any, and the predecessor auditor's report thereon, if
any, for information relevant to opening balances, including disclosures, and
consistency in the application of accounting policies. In instances in which
the prior period financial statements were audited by a predecessor auditor,
the auditor should request that plan management authorize the predecessor
auditor to allow a review of the predecessor auditor's audit documentation and
for the predecessor auditor to respond fully to inquiries by the auditor, thereby
providing the auditor with information to assist in planning and performing the
engagement. In accordance with paragraphs .A4 and .A6 of AU-C section 510,
the predecessor auditor may request a consent and an acknowledgment letter
from plan management to document this authorization in an effort to reduce
misunderstandings about the scope of the communications being authorized. In
addition, before permitting access to the audit documentation, the predecessor
auditor may request written confirmation of the auditor's agreement regarding
the use of the audit documentation. See the exhibits to AU-C section 510 for
example letters.
2.136 Areas of special consideration in an initial audit25 of a plan's financial statements include the completeness and accuracy of participant data and
records of prior years, especially as they relate to
25
For additional nonauthoritative guidance pertaining to initial audits of employee benefit plan
financial statements, refer to Technical Questions and Answers section 6933.01, "Initial Audit of a
Plan" (AICPA, Technical Questions and Answers).
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a. participant contributions and eligibility.
b. the amounts and types of benefits.
c. the eligibility for benefits.
d. participant account balances.
e. census data maintained by the actuary.
2.137 The nature, timing, and extent of auditing procedures performed
by the auditor are a matter of judgment and will vary with such factors as the
adequacy of prior plan records, the significance of beginning balances, and the
complexity of the plan's operations. Because ERISA requires that, for the first
year a plan is required to be audited, the plan financial statements present
comparative statements of net assets available for benefits, the current year
statements should be audited, and the prior year presented for comparative
purposes may be either compiled, reviewed, or audited. Appropriate reference
in the audit report should be made to describe the level of responsibility assumed in accordance with AU-C section 700A, Forming an Opinion and Reporting on Financial Statements (AICPA, Professional Standards). However,
although a compilation or review of the prior year is acceptable, paragraph
.04 of AU-C section 510 states that the objective of the auditor in conducting
an initial audit engagement, including a reaudit engagement, is to obtain sufficient appropriate audit evidence regarding opening balances about whether
(a) opening balances contain misstatements that materially affect the current
period's financial statements and (b) appropriate accounting policies reflected
in the opening balances have been consistently applied in the current period's
financial statements or changes thereto are appropriately accounted for and
adequately presented and disclosed in accordance with the applicable financial
reporting framework. Accordingly, the nature, timing, and extent of audit procedures performed to obtain such evidence may be significantly different and
more extensive for a plan that has never been audited previously than for one
that has.
2.138 Planning the nature, timing, and extent of further audit procedures depends on the outcome of the auditor's risk assessment procedures. The
following is a list of factors (not all-inclusive) that the auditor may want to
consider when performing the risk assessment procedures for an initial audit
of an employee benefit plan:
a. Number of years the plan has been in existence
b. Longevity and competency of plan management
c. Complexity and adequacy of internal control structure, including
contribution remittance policies and procedures and distribution
policies and procedures
d. Complexity of benefit calculations
e. Adequacy and organization of critical plan documents
f. Adequacy of plan records (participant data, payroll, census, or
recordkeeper)
g. Completeness of plan assets (all current and former participant
accounts included as plan assets)
h. Number and longevity of service providers
i. Monitoring of service providers (availability of type 2 SOC 1 reports
and complementary user controls)
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j. Accuracy of historical accounting estimates
k. Regulatory compliance matters
l. Valuation of investments without a readily ascertainable market
value
m. Identified accounting policies that are not in accordance with GAAP
n. Fraud risks
o. Going concern
p. Litigation, claims, and assessments
q. Related-party and party in interest transactions
r. Prohibited transactions
s. Nondiscrimination testing
t. Material weaknesses or significant deficiencies
u. Existence of plan mergers or spin-offs
2.139 Paragraph .A12 of AU-C section 510 states that the nature and
extent of audit procedures necessary to obtain sufficient appropriate audit
evidence regarding opening balances depends on such matters as the following:
a. The accounting policies followed by the entity
b. The nature of the account balances, classes of transactions and
disclosures, and the risks of material misstatement in the current
period's financial statements
c. The significance of the opening balances relative to the current
period's financial statements
d. Whether the prior period's financial statements were audited and,
if so, whether the predecessor auditor's opinion was modified
2.140 The auditor may also make inquiries of the plan administrator and
third-party service providers, as applicable, regarding the plan's operations
during those earlier years. The auditor may consider obtaining relevant information (for example, trust statements, recordkeeping reports, reconciliations,
minutes of meetings, and type 2 SOC 1 reports) for earlier years, as applicable,
to determine whether any errors were noted during those years that could have
a material effect on current year balances. Further, the auditor may gain an
understanding of the accounting practices that were followed in prior years to
determine that they have been consistently applied in the current year. Based
on the results of the auditor's inquiries, review of relevant information, and evidence gathered during the current year audit, the auditor should determine the
necessity of performing additional substantive procedures (including detailed
testing or substantive analytics) on beginning account balances.

Note
See Technical Questions and Answers section 6933.01, "Initial Audit of a
Plan" (AICPA, Technical Questions and Answers), for a nonauthoritative discussion on the extent of audit procedures needed to be performed over previous years' balances in an initial audit of a plan that has been in existence for
several years.
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2.141 Paragraph .A17 of AU-C section 510 states that the inability of
the auditor to obtain sufficient appropriate audit evidence regarding opening
balances may result in a qualified opinion or disclaimer of opinion, as is appropriate in the circumstances.

AAG-EBP 2.141

©2016, AICPA

71

Audit Risk Assessment

Chapter 3

Audit Risk Assessment
Overview
3.01 This chapter addresses the auditor's risk assessment in an audit of
an employee benefit plan, including understanding the entity and its environment, materiality in planning and performing the audit, and the evaluation of
misstatements identified during the audit. This chapter also discusses audit
documentation and the consideration of fraud. It does not include all risks or
all generally accepted auditing standards (GAAS) and procedures that could
apply to such audits.

Audit Risk
3.02 AU-C section 200, Overall Objectives of the Independent Auditor and
the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards (AICPA, Professional Standards), addresses the independent auditor's
overall responsibilities when conducting an audit of financial statements in
accordance with GAAS. AU-C section 200 defines audit risk as the risk that
the auditor expresses an inappropriate audit opinion when the financial statements are materially misstated. Audit risk is a function of the risks of material
misstatement and detection risk. Paragraph .A36 of AU-C section 200 states
that the assessment of risks is based on audit procedures to obtain information
necessary for that purpose and evidence obtained throughout the audit. The
assessment of risks is a matter of professional judgment, rather than a matter
capable of precise measurement.
3.03 Paragraphs .A38–.A39 of AU-C section 200 state that the risks of
material misstatement exist at the overall financial statement level and the
assertion level for classes of transactions, account balances, and disclosures.
Risks of material misstatement at the overall financial statement level refer to
risks of material misstatement that relate pervasively to the financial statements as a whole and potentially affect many assertions.
3.04 The following are potential pervasive risks for employee benefit plan
audits at the financial statement level:

r
r
r
r
r
r
r
r
r

Lack of oversight and monitoring of plan operations and service
providers
Lack of financial reporting expertise
Lack of communication about plan events between the preparer
of the financial statements and others in the plan sponsor organization, such as treasury, finance, and human resources
Lack of segregation of duties and safeguarding assets
Changes in service providers
Changes in human resource information system or payroll system
Changes in plan personnel
Lack of Employee Retirement Income Security Act of 1974
(ERISA) counsel involvement
Decision to terminate or curtail the plan
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Plan amendments
Sale of plan sponsor
Merger or spin-off between plans
Financial difficulty of the plan sponsor or contributing employers
Susceptibility of plan assets to theft or fraud

3.05 Paragraph .A40 of AU-C section 200 states that the risks of material
misstatement at the assertion level are assessed in order to determine the
nature, timing, and extent of further audit procedures necessary to obtain
sufficient appropriate audit evidence. This evidence enables the auditor to
express an opinion on the financial statements at an acceptably low level of
audit risk. It is not acceptable to simply deem risk to be at the maximum.
Paragraph .A44 of AU-C section 200 explains that the assessment of the risks
of material misstatement may be expressed in quantitative terms, such as in
percentages, or in nonquantitative terms (for example, high, medium, or low).
3.06 Areas that may present particular risks of material misstatement at
the assertion level for classes of transaction, account balances, and disclosures,
when auditing employee benefit plans may include
a. valuation of investments, particularly those with unobservable inputs.
b. accounting and disclosure of types of investments specific to employee benefit plans, such as insurance products, stable value products, derivatives, and securities lending.
c. accuracy of contribution and benefit payment amounts.
d. in medical plans, whether claims paid or denied are consistent with
the plan provisions.
e. accuracy and completeness of census data used by the actuary in
determining the amount of benefit obligations.
f. accuracy of the estimate of claims incurred but not reported obligation.
g. accuracy and completeness of transactions initiated by telephone
or electronic means, such as the Internet or intranet.
h. accuracy and completeness of opening balances in initial audits or
reaudits and availability of records.
i. accuracy and completeness of participant data.
j. availability of appropriate service organization reports.
k. appropriate disclosure of related party transactions and party in
interest transactions.
l. for single employer health and welfare benefit (H&W) plans,
whether activity presented in the financial statements is complete
and accurate and consistent with benefits provided by the plan.
m. regulatory implications of plan design and operation, including
compliance with applicable laws and regulations.

Planning Materiality
3.07 AU-C section 320, Materiality in Planning and Performing an Audit
(AICPA, Professional Standards), addresses the auditor's responsibility to apply the concept of materiality in planning and performing an audit of financial
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statements. AU-C section 450, Evaluation of Misstatements Identified During
the Audit (AICPA, Professional Standards), explains how materiality is applied
in evaluating the effect of identified misstatements on the audit and the effect
of uncorrected misstatements, if any, on the financial statements.
3.08 In accordance with paragraphs .04 and .06 of AU-C section 320, the
auditor's determination of materiality is a matter of professional judgment
and is affected by the auditor's perception of the financial information needs
of users of the financial statements. In planning the audit, the auditor makes
judgments about the size of misstatements that will be considered material.
The materiality determined when planning the audit does not necessarily establish an amount below which uncorrected misstatements, individually or
in the aggregate, will always be evaluated as immaterial. The circumstances
related to some misstatements may cause the auditor to evaluate them as material even if they are below materiality. Although it is not practicable to design
audit procedures to detect misstatements that could be material solely because
of their nature (that is, qualitative considerations), the auditor considers not
only the size but also the nature of uncorrected misstatements, and the particular circumstances of their occurrence, when evaluating their effect on the
financial statements.
3.09 In accordance with paragraphs .10 and .A5 of AU-C section 320, the
auditor should determine materiality for the financial statements as a whole
when establishing the overall audit strategy. Determining materiality involves
the exercise of professional judgment. A percentage is often applied to a chosen
benchmark as a starting point in determining materiality for the financial
statements as a whole. Benchmarks for employee benefit plans may include
a.
b.
c.
d.
e.

total assets.
total additions.
changes in net assets available for benefits.
net assets available for benefits.
beginning of the year net assets available for benefits for a plan
that was merged out of existence or completely terminated during
the audit period.
f. benefit payments for a terminating plan.
g. total plan contributions or total benefits paid for H&W plans that
do not accumulate assets.
h. allocated net assets or outstanding loan balance for an employee
stock ownership plan with negative net assets available for benefits.
Note
Factors that may affect the identification of an appropriate benchmark include the elements of the financial statements (for example, assets, liabilities,
equity, revenue, or expenses). Many times, total assets are used as the benchmark for establishing materiality for defined benefit pension plans (DB plans)
and defined contribution retirement plans (DC plans), and contributions or
benefits paid are used as the benchmark for establishing materiality for a
H&W plan. Commonly, H&W plans have few assets.
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Performance Materiality
3.10 Paragraph .A14 of AU-C section 320 explains that planning the audit
solely to detect individual material misstatements overlooks the fact that the
aggregate of individually immaterial misstatements may cause the financial
statements to be materially misstated and leaves no margin for possible undetected misstatements. Therefore, in accordance with paragraph .11 of AU-C
section 320, the auditor should determine performance materiality for purposes
of assessing the risks of material misstatement and determining the nature,
timing, and extent of further audit procedures. Performance materiality, for
purposes of GAAS, is defined in AU-C section 320 as the amount or amounts
set by the auditor at less than materiality for the financial statements as a
whole to reduce to an appropriately low level the probability that the aggregate of uncorrected and undetected misstatements exceeds materiality for the
financial statements as a whole. If applicable, performance materiality also
refers to the amount or amounts set by the auditor at less than the materiality level or levels for particular classes of transactions, account balances,
or disclosures. Performance materiality is to be distinguished from tolerable
misstatement, which is defined in AU-C section 320 as the application of performance materiality to a particular sampling procedure.
3.11 AU-C section 320 also discusses the revision of materiality as the audit progresses and documentation requirements of any changes in materiality.
See AU-C section 320 for further discussion on materiality.

Understanding the Entity and Its Environment, Including
Its Internal Control
3.12 AU-C section 315, Understanding the Entity and Its Environment
and Assessing the Risks of Material Misstatement (AICPA, Professional Standards), addresses the auditor's responsibility to identify and assess the risks
of material misstatement in the financial statements through understanding
the entity and its environment, including the entity's internal control.
3.13 In accordance with paragraph .A1 of AU-C section 315, obtaining
an understanding of the plan and its environment, including its internal control, is a continuous process of gathering, updating, and analyzing information
throughout the audit. The understanding of the plan establishes a frame of
reference within which the auditor plans the audit and exercises professional
judgment throughout the audit when, for example, (a) assessing the risks of
material misstatement of the financial statements; (b) determining materiality
in accordance with AU-C section 320; (c) considering the appropriateness of the
selection and application of accounting policies and the adequacy of financial
statement disclosures; (d) identifying areas for which special audit consideration may be necessary; (e) developing expectations for use when performing
analytical procedures; (f) responding to the assessed risks of material misstatement, including designing and performing further audit procedures to obtain
sufficient appropriate audit evidence; and (g) evaluating the sufficiency and
appropriateness of audit evidence obtained.
3.14 This chapter addresses the unique aspects of employee benefit plans
that may be helpful in developing the required understanding of the plan,
its environment, and its internal control. Throughout this process, the auditor should also consider the guidance in AU-C section 240, Consideration of

AAG-EBP 3.10

©2016, AICPA

75

Audit Risk Assessment

Fraud in a Financial Statement Audit (AICPA, Professional Standards). See
paragraphs 3.56–.71 for additional guidance pertaining to AU-C section 240.

Risk Assessment Procedures
3.15 In accordance with paragraph .06 of AU-C section 315, the risk assessment procedures should include the following:
a. Inquiries of management and others within the entity who, in
the auditor's professional judgment, may have information that
is likely to assist in identifying risks of material misstatement due
to fraud or error
b. Analytical procedures
c. Observation and inspection

Inquiries of Management and Others Within the Entity
3.16 Paragraph .A6 of AU-C section 315 states that much of the information obtained by the auditor's inquiries is obtained from management and those
responsible for financial reporting. However, the auditor may obtain information or a different perspective in identifying risks of material misstatements
through inquiries of others within the entity and other employees with different
levels of authority.
Note
The auditor may find it necessary to make inquiries of other knowledgeable
internal parties involved with the plan, including corporate treasury, finance,
payroll, and human resources, as well as those charged with governance. Often, individuals in the human resources department are the auditor's primary
contact; therefore, the auditor may find it necessary to inquire of other knowledgeable parties, depending on the circumstances.
Also, see paragraph 3.26 for typical inquiries of plan management during
information gathering that pertain to employee benefit plans.
3.17 In addition to the inquiries of management, an auditor may want to
inquire of external parties involved with the plan, such as the service providers,
including the third-party administrator, recordkeeper, trustee or custodian,
investment adviser, payroll processor, valuation specialists, plan actuary, and
ERISA counsel, if applicable.

Analytical Procedures
3.18 Paragraphs .A7–.A10 of AU-C section 315 provide additional explanation for analytical procedures performed during the risk assessment process.
Analytical procedures performed as risk assessment procedures may identify
aspects of the entity of which the auditor was unaware and may assist in
assessing the risks of material misstatement in order to provide a basis for
designing and implementing responses to the assessed risks. Analytical procedures may enhance the auditor's understanding of the client's business and
the significant transactions and events that have occurred since the prior audit
and also may help to identify the existence of unusual transactions or events
and amounts, ratios, and trends that might indicate matters that have audit
implications.
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3.19 The following are examples of preliminary analytical procedures the
auditor may find useful in obtaining an understanding of an employee benefit
plan:
a. Comparison of investment return with published benchmarks
b. Analysis of changes in contributions and benefit payments during
the current period based on statistical data (for example, number
of participants eligible to receive benefits in the current period and
number of terminations)
c. Review fluctuations of various account balances to highlight unusual variances

Observation and Inspection
3.20 Paragraph .A18 of AU-C section 315 states that observation and
inspection may support inquiries of management and others and also may
provide information about the entity and its environment.
3.21 The auditor may use the results of the auditor's inquires of plan
management and others to determine observation and inspection procedures
to be performed to corroborate the inquiries made. For example, in response
to an inquiry related to plan investments, the auditor was informed of new
investments that are considered to have unobservable inputs. As a result, the
auditor may want to review the investment committee minutes or investment
policy statement to identify risks related to potential misstatements due to improper investment valuation, as well as review the plan sponsor's methodology
for valuing these investments.
3.22 The following table provides some examples of inquiries that may
be made and the possible inspection or observation procedures that may be
performed related to management's response to the inquiry (if the auditor concludes that additional risk assessment procedures or further audit procedures
are necessary).
[Note: This table is not intended to be all-inclusive, and the procedures may
need to be tailored to specific circumstances of the plan engagement.]
Inquiries
An auditor may ask about changes
during the year and be informed of a
change in custodians. The auditor may
then evaluate the response and
determine if a potential risk exists. In
this example, the auditor is concerned
with the completeness and accuracy of
the investment balances transferred.
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Inspection or Observation
Inspect the custodian's
investment statement or an
investment agreement.
Inspect the investment
committee minutes or
investment policy statement.
Inspect the reconciliation of the
closing balances per the old
custodian's reports to the
opening balances per the new
custodian's reports.
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Inquiries

Inspection or Observation

An auditor may inquire about a change
in recordkeeper. The auditor may then
evaluate the response and determine if a
potential risk exists. In this example,
the auditor is concerned with the
completeness and accuracy of
participant census data being
transferred, as well as participant
account balances.

Compare the beginning balances
per the new recordkeeper to the
ending balances per the old
recordkeeper, as well as
comparing individual
participant account balances
and census data between
recordkeepers.

An auditor may inquire about plan
investments, including any investments
that do not have quoted prices in an
active market. The auditor may then
evaluate the response and determine the
risk related to investment valuation.

Inspect the custodian's or
investment manager's
investment statement or an
investment agreement.

An auditor may ask about staff turnover
in the benefits department and be
informed that certain positions were
eliminated, thus creating lack of
segregation of duties for contribution
and benefit payment processing. In this
example, the auditor may evaluate the
response and determine the risk related
to proper revenue recognition with
respect to contributions and that the
benefit payments were computed
properly and in accordance with the plan
document.

Observe and inspect the internal
control documentation related to
transaction processing, or
observe the process and
individuals involved.

Inspect the investment
committee minutes or
investment policy statement.

An auditor may inquire about
Inspect the rollover listing or
complementary user controls included in observe how rollovers are
a SOC 1 report that the plan sponsor
processed and approved.
ordinarily should have in place for the
service organization's controls to be
effective. The auditor may be informed
that one of the user controls, for
example, the approval process for
rollover contributions, is not currently in
place. In this example, the auditor may
evaluate the response and determine the
risk related to the rights and obligations.
(continued)
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Inquiries

Inspection or Observation

Upon inquiry, an auditor may be
informed that the plan is now paying
administrative expenses. The auditor
may need to evaluate the response and
determine the risk related to rights and
obligations, cut-off, and classification. In
this example, the auditor is concerned
that the plan allows for payment of plan
expenses and that the expenses are
allowable under the plan in the proper
amount and period.

Inspect invoices, schedule of
expenses, plan amendments, or
board resolutions.

The auditor may inquire about any
changes to the plan document, such as
plan amendments to change
contribution rates, vesting or benefit
payments, as well as plan resolutions for
a plan merger or termination or the
freezing of accounts.

Observe or inspect the
amendments, board resolutions
or minutes, and communications
to participants.

Discussion Among the Engagement Team
3.23 In accordance with paragraph .11 of AU-C section 315, the engagement partner and other key engagement team members should discuss the susceptibility of the entity's financial statements to material misstatements and
the application of the applicable financial reporting framework to the entity's
facts and circumstances. The engagement partner should determine which
matters are to be communicated to engagement team members not involved in
the discussion. The auditor should include certain information relating to this
discussion in the audit documentation, as required by paragraph .33 of AU-C
section 315.
3.24 The engagement partner may discuss matters with key members of
the engagement team, including, if considered appropriate, those with specific
skills or knowledge, such as valuation specialists, actuaries, and tax specialists.
Paragraph .A21 of AU-C section 315 states that this discussion may be held
concurrently with the discussion among the engagement team to discuss the
susceptibility of the entity's financial statements to fraud, as required by AU-C
section 240.

Note
These discussions can be held for several plans concurrently relating to
changes in external environmental factors affecting all plans or all plans
of a certain type; however, the discussions relating to internal environmental factors for each plan would be considered separately for each plan and
appropriately documented in the working papers as such. See appendix G,
"Consideration of Fraud in a Financial Statement Audit," of this guide for
examples of fraud risk factors in employee benefit plans.
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The Entity and Its Environment
3.25 The auditor should obtain an understanding of the following, in
accordance with paragraph .12 of AU-C section 315:
a. Relevant industry, regulatory, and other external factors, including
the applicable financial reporting framework.
b. The nature of the entity, including
i. its operations;
ii. its ownership and governance structures;
iii. the types of investments that the entity is making and
plans to make, including investments in entities formed
to accomplish specific objectives; and
iv. the way the entity is structured and how it is financed,
to enable the auditor to understand the classes of transactions,
account balances, and disclosures to be expected in the financial
statements.
c. The entity's selection and application of accounting policies, including the reasons for changes thereto. The auditor should evaluate whether the entity's accounting policies are appropriate for
its business and consistent with the applicable financial reporting
framework and accounting policies used in the relevant industry.
d. The entity's objectives and strategies and those related business
risks that may result in risks of material misstatement.
e. The measurement and review of the entity's financial performance.
3.26 In addition to inquiries required by GAAS, for example, inquiries
relating to fraud required by paragraph .17 of AU-C section 240, procedures
the auditor may be required to apply or may apply to gather information needed
to plan the audit and obtain an understanding of the plan and its environment
include
a. discussing with trustees, plan administrators, or other appropriate representatives who are charged with governance of the plan
the scope of the audit. Determining whether the scope of the audit
will be restricted (limited-scope audit), for example, to exclude financial information certified by a bank or an insurance company.
Discussing the types of reports and other services to be rendered, including the supplementary information, if any, required by ERISA
and Department of Labor (DOL) regulations. Determining how the
supplementary information will be reported on.
b. making inquiries of plan management about whether
i. the plan's financial statements will be prepared in accordance with accounting principles generally accepted in the
United States of America or in accordance with a special
purpose framework (for example, modified cash basis), as
permitted by ERISA or DOL regulations.1

1
See paragraph 11.27 of this guide for further discussion about the use of special purpose
frameworks in employee benefit plan financial statements.
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ii. investment assets are held internally or by outside custodians. The auditor may want to inquire about the (1) location of the investments, (2) nature of safekeeping arrangements, or (3) nature and type of investments; whether
there are any unusual investments; investments that are
valued using unobservable inputs; or any changes in the
types of investments or investment arrangements.
iii. the plan's accounting records and participant data are
maintained by the plan sponsor, a bank, an insurance carrier, or other outside parties and how such information is
maintained.
iv. periodic financial statements are prepared.
Note
Many plans only prepare financial statements on an annual basis. Large
plans, as well as many multiemployer plans, may prepare periodic or interim
financial statements using quarterly trust statements.
v. the plan maintains a list of parties in interest, as defined
by Section 3(14) of ERISA.
vi. the plan has procedures for identifying reportable transactions, as defined by ERISA and applicable DOL regulations.
vii. the plan maintains a list of entities whose employees are
participants in the plan.
viii. the plan has either an audit committee or a group equivalent to an audit committee that has been formally designated with responsibility for oversight of the financial
reporting process.
ix. there is a present intention to terminate or curtail the
plan, merge the plan, or transfer assets into or out of the
plan.
x. the plan has a frequency at which investment transactions
are processed and the frequency at which those investments are valued (for example, daily).
xi. the plan allows participants to initiate transactions by
telephone or electronic means (such as the Internet or intranet).
xii. there were any significant amendments or changes to the
plan operations during the year or subsequent to year-end.
xiii. management acknowledges its responsibilities for uncorrected misstatements.
xiv. there have been any changes in service providers.
xv. there have been significant changes in the number of participants.
c. reading the plan instrument, including amendments, to determine,
among other things, whether the plan is (1) a single employer,
multiemployer, or multiple employer plan; (2) a contributory or
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d.

e.

f.

g.
h.

i.

j.
k.

noncontributory plan; and (3) required to be funded and the nature
of the benefits promised.
reading agreements with trustees, investment advisers, and insurance companies to determine whether the plan is a self-funded,
an insured, or a split-funded plan. If the plan is an insured or a
split-funded plan, determine the type of insurance contract (for example, deposit administration, immediate participation guarantee,
or individual policy).
reviewing the prior year financial statements, Form 5500, Annual
Return/Report of Employee Benefit Plan, filings with the DOL and
related correspondence, and the status of IRS determination letters
and DOL advisory or exemption opinions, if any.
considering the tax-exempt status of the plan, including whether
the plan has procedures for assuring compliance with applicable
IRC plan qualification requirements.
determining the extent of involvement, if any, of specialists, internal auditors, and other independent auditors.
reading reports from the plan's actuary, bank or trustee, insurance
company, service auditors, other independent auditors, and internal auditors. After reading these reports, communications may be
necessary with the preparer of these reports to determine the extent of audit procedures or the ability to rely on the content of any
of these reports.
discussing with actuaries their use of participant census data and
other data that is significant to the actuarial computations. Determining the extent of testing of participant data that is necessary
by the auditor.
reading minutes of trustee, benefits committee, or board of directors
meetings applicable to the plan.
inquiring about the availability of SOC 1 reports for service
providers.

3.27 The auditor may use his or her knowledge of matters affecting employee benefit plans, including ERISA, applicable IRC sections, and related
DOL and IRS regulations, to assist in obtaining an understanding of the plan
and its environment. For further discussion of applicable laws and regulations,
see appendix A, "ERISA and Related Regulations," of this guide.

The Entity’s Internal Control
3.28 Paragraph .13 of AU-C section 315 states that the auditor should
obtain an understanding of internal control relevant to the audit. Although
most controls relevant to the audit are likely to relate to financial reporting,
not all controls that relate to financial reporting are relevant to the audit. It is
a matter of the auditor's professional judgment whether a control, individually
or in combination with others, is relevant to the audit. See paragraphs .13–
.25 and .A49–.A121 of AU-C section 315 for further discussion on the entity's
internal control.

Internal Control
3.29 See chapter 4, "Internal Control," of this guide for a discussion of
understanding the entity and its internal control environment.
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Risks Assessment and the Design of Further
Audit Procedures
Identifying and Assessing the Risks of Material Misstatement
3.30 To provide a basis for designing and performing further audit procedures, paragraphs .26–.27 of AU-C section 315 state that the auditor should
identify and assess the risks of material misstatement at the financial statement level and relevant assertion level for classes of transactions, account
balances, and disclosures. For this purpose, the auditor should
a. identify risks throughout the process of obtaining an understanding of the entity and its environment, including relevant controls
that relate to the risks, by considering the classes of transactions,
account balances, and disclosures in the financial statements;
b. assess the identified risks and evaluate whether they relate more
pervasively to the financial statements as a whole and potentially
affect many assertions;
c. relate the identified risks to what can go wrong at the relevant
assertion level, taking account of relevant controls that the auditor
intends to test; and
d. consider the likelihood of misstatement, including the possibility of
multiple misstatements, and whether the potential misstatement
is of a magnitude that could result in a material misstatement.

Use of Assertions in Assessment of Risks of Material Misstatement
3.31 Paragraphs .A127–.A132 of AU-C section 315 discuss the use of
assertions in the assessment of risks of material misstatement. In representing
that the financial statements are in accordance with the applicable financial
reporting framework, management implicitly or explicitly makes assertions
regarding the recognition, measurement, presentation, and disclosure of the
various elements of financial statements and related disclosures. Assertions
used by the auditor to consider the different types of potential misstatements
that may occur fall into the following three categories:

r
r
r

Assertions about classes of transactions and events for the period
under audit
Assertions about account balances at the period-end
Assertions about presentation and disclosure

3.32 The following table shows the three categories of assertions for different types of potential misstatements and the various forms they may take,
including examples for employee benefit plans.
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Categories of Assertions
Classes of Transactions
and Events During
the Period
Occurrence or
Existence

Transactions and events
that have been recorded in
the statements of changes
in net assets available for
benefits and changes in the
actuarial present value of
accumulated plan benefits
have actually occurred
during the period covered
by the financial statements
and are in accordance with
the plan document.
Example: All investment
transactions are recorded
during the period covered
by the financial statements
and are in accordance with
the plan document.
Example: Participants
earning benefits during the
year were eligible under the
terms of the plan.
Example: Contributions
and benefits paid are
properly recorded during
the period covered by the
financial statements and
are in accordance with the
plan document.

Rights and
Obligations

—

Account Balances at
the End of the Period

Presentation and
Disclosure

Assets and liabilities
included in the statement
of net assets available for
benefits and that
accumulated benefit
obligations actually exist
as of the end of the period
covered by the financial
statements.

Disclosed events and
transactions in the
notes to the financial
statements have
occurred during the
period covered by
the financial
statements.

Example: Investments
exist as of the end of the
period covered by the
financial statements.
Example: The actuarial
present value of
accumulated plan benefits
exist as of the end of the
period covered by the
financial statements.
Example: Notes
receivable from
participants,
contributions receivable,
and accrued expenses exist
as of the end of the period
covered by the financial
statements.

The plan holds or controls
the rights to recorded
asset balances and
accrued expenses, and
accumulated plan benefits
are actually obligations of
the plan as of the period
covered by the financial
statements.
Example: Investments
are owned by the plan and
free of liens, pledges, and
other security interests or,
if not, the security
interests are identified.
Example: Claims
incurred but not reported
are obligations of the plan
that arose during the
period covered by the
plan's financial
statements.
Example: Actuarial
present value of
accumulated plan benefits
are obligations of the plan.

Example:
Information about
investments is
properly presented
and disclosed.
Example:
Information about
benefit obligations is
properly presented
and disclosed.
Example:
Information about
notes receivable from
participants is
properly presented
and disclosed.

Disclosed events and
transactions in the
notes to the financial
statements have
occurred during the
period covered by
the financial
statements and are
in accordance with
the plan document.
Example:
Information about
investments is
properly presented
and disclosed.
Example:
Information about
benefit obligations is
properly presented
and disclosed.
Example:
Information about
notes receivable from
participants is
properly presented
and disclosed.

(continued)
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Categories of Assertions—continued
Classes of Transactions
and Events During
the Period
Completeness

All transactions and events
that should have been
recorded in the financial
statements have been
properly recorded in the
financial statements.
Example: All participant
contributions that should
have been recorded under
the terms of the plan have
been recorded in the plan
financial statements, and
participant data is complete
and accurate.
Example: Benefits for all
eligible participants that
should have earned benefits
under the terms of the plan
have been recorded.

Account Balances at
the End of the Period

Presentation and
Disclosure

All assets, accrued
liabilities, and benefit
obligations that should
have been recorded have
been recorded.

All disclosures that
should have been
included in the
financial statements
have been included.

Example: All assets
relating to participant
contributions that should
have been recorded under
the terms of the plan have
been recorded.

Example: All
disclosures relating
to participant
contributions that
should have been
included in the
financial statements
have been included.

Example: Benefit
obligations due under the
plan relating to eligible
participants have been
recorded.

Example: All
disclosures relating
to benefit obligations
under the plan have
been included.

Example: All
administrative expenses
that should have been
recorded under the terms of
the plan have been
recorded.
Accuracy or
Valuation and
Allocation

Amounts and other data
relating to recorded
transactions and events
have been recorded
appropriately.
Example: Investment
principal and income
transactions are properly
recorded, and investment
transactions are properly
valued in accordance with
accounting principles
generally accepted in the
United States of America as
promulgated by the FASB
(U.S. GAAP.)
Example: Participant
contributions have been
calculated in accordance
with the plan document
and in accordance with the
participant's request.
Example: Benefit payments
have been calculated in
accordance with the plan
document and the
participant's election

AAG-EBP 3.32

Assets, accrued liabilities,
and accumulated benefit
obligations are included
in the financial
statements at appropriate
amounts, and any
resulting valuation or
allocation adjustments
are recorded
appropriately.
Example: Investments
are valued at period-end
in accordance with U.S.
GAAP.
Example: Accrued
liabilities are included in
the financial statements at
appropriate amounts.
Example: The present
value of accumulated
benefit obligations is
included in the financial
statements at appropriate
amounts, based on
appropriate assumptions.

Financial and other
information is
disclosed fairly and
at appropriate
amounts.
Example:
Investment
information is
properly disclosed
and in the
appropriate amount.
Example:
Disclosures relating
to participant
contributions are
properly disclosed
and in the
appropriate amount.
Example: Plan
benefit obligations
are properly
disclosed and at
appropriate
amounts.
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Categories of Assertions—continued
Classes of Transactions
and Events During
the Period
Cut-off

Transactions and events
have been recorded in the
correct accounting period.

Account Balances at
the End of the Period

Presentation and
Disclosure

—

—

Example: Employer
contributions receivable
have been properly
recorded.
Example: Claims payable
and claims incurred but not
reported have been properly
recorded
Classification
and Understandability

Transactions and events
have been recorded in the
proper accounts.
Example: Benefit payments
to participants have been
properly classified.
Example: Insurance
premiums paid have been
properly classified as
benefits.
Example: Administrative
expenses have been properly
classified.

—

Financial
information is
appropriately
presented and
described, and
information in
disclosures is
expressed clearly.
Example: Plan
benefit obligation
information (for
example, vested and
nonvested
participants) is
appropriately
presented.
Example: Fully
benefit-responsive
investment contracts
are appropriately
presented in
accordance with the
appropriate
financial reporting
framework.
Example: Notes
receivable from
participants are
appropriately
presented as a
receivable, not
included as an
investment.

3.33 According to paragraph .A130 of AU-C section 315, the auditor is
required to use relevant assertions for classes of transactions, account balances,
and disclosures in sufficient detail to form a basis for the assessment of risks
of material misstatement and the design and performance of further audit
procedures. The auditor also is required to use relevant assertions in assessing
risks by relating the identified risks to what can go wrong at the relevant
assertion level, taking account of relevant controls that the auditor intends to
test, and designing further audit procedures that are responsive to the assessed
risks.
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3.34 Throughout chapters 5–8 of this guide are examples of identified
risks of what can go wrong at the relevant assertion level for various topics and
examples of audit procedures to consider for the applicable plans.

Risks That Require Special Audit Considerations
3.35 Paragraphs .28–.29 of AU-C section 315 state that as part of the risk
assessment described in paragraph .26 of AU-C section 315 (also see paragraph
3.30), the auditor should determine whether any of the risks identified are, in
the auditor's professional judgment, a significant risk. A significant risk is
defined in AU-C section 315 as an identified and assessed risk of material
misstatement that, in the auditor's professional judgment, requires special
audit consideration. In exercising this judgment, the auditor should exclude
the effects of identified controls related to the risk. In addition, the auditor
should consider, at least
a. whether the risk is a risk of fraud;
b. whether the risk is related to recent significant economic, accounting, or other developments and, therefore, requires specific attention;
c. the complexity of transactions;
d. whether the risk involves significant transactions with related parties;
e. the degree of subjectivity in the measurement of financial information related to the risk, especially those measurements involving a
wide range of measurement uncertainty; and
f. whether the risk involves significant transactions that are outside
the normal course of business for the entity or that otherwise appear to be unusual.
3.36 Paragraph .30 of AU-C section 315 states that if the auditor has
determined that a significant risk exists, the auditor should obtain an understanding of the entity's controls, including control activities, relevant to that
risk and, based on that understanding, evaluate whether such controls have
been suitably designed and implemented to mitigate such risks.

Other Risk Assessment Considerations
3.37 Also, see paragraphs .31–.32 of AU-C section 315 for discussion of
risks for which substantive procedures alone do not provide sufficient appropriate audit evidence and revision of risk assessment at the assertion level as
additional audit evidence is obtained.
Note: Audit Documentation Relating to Understanding the Entity
and Its Environment
Paragraph .33 of AU-C section 315 requires certain information to be included in the audit documentation relating to understanding the entity and
its environment. Refer to AU-C section 315 for further information.

Designing and Performing Further Audit Procedures
3.38 AU-C section 330, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained (AICPA, Professional
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Standards), addresses the auditor's responsibility to design and implement responses to the risks of material misstatement identified and assessed by the
auditor in accordance with AU-C section 315 and to evaluate the audit evidence
obtained in an audit of financial statements.

Overall Responses
3.39 Paragraph .05 of AU-C section 330 states that the auditor should design and implement overall responses to address the assessed risks of material
misstatement at the financial statement level. Paragraph .A1 of AU-C section
330 states that overall responses to address the assessed risks of material misstatement at the financial statement level may include (a) emphasizing to the
audit team the need to maintain professional skepticism; (b) assigning more
experienced staff or those with specialized skills or using specialists; (c) providing more supervision; (d) incorporating additional elements of unpredictability
in the selection of further audit procedures to be performed; and (e) making
general changes to the nature, timing, or extent of audit procedures (for example, performing substantive procedures at period-end instead of at an interim
date or modifying the nature of audit procedures to obtain more persuasive
audit evidence).

Audit Procedures Responsive to the Assessed Risks of Material
Misstatement at the Relevant Assertion Level
3.40 Further audit procedures that consist of tests of controls and substantive tests provide important audit evidence to support an audit opinion.
Paragraph .06 of AU-C section 330 states that the auditor should design and
perform further audit procedures whose nature, timing, and extent are based
on, and are responsive to, the assessed risks of material misstatement at the
relevant assertion level.
3.41 In designing the further audit procedures to be performed, paragraph
.07 of AU-C section 330 states that the auditor should
a. consider the reasons for the assessed risk of material misstatement
at the relevant assertion level for each class of transactions, account
balance, and disclosure, including
i. the likelihood of material misstatement due to the particular characteristics of the relevant class of transactions,
account balance, or disclosure (the inherent risk) and
ii. whether the risk assessment takes account of relevant controls (the control risk), thereby requiring the auditor to obtain audit evidence to determine whether the controls are
operating effectively (that is, the auditor intends to rely
on the operating effectiveness of controls in determining
the nature, timing, and extent of substantive procedures),
and
b. obtain more persuasive audit evidence the higher the auditor's
assessment of risk.
3.42 For some plans, when reliance on controls (whether at the plan sponsor or outside service provider) is not feasible, an auditor may determine that
performing only substantive procedures is appropriate. For other plans, the
auditor may find that tests of controls can be performed at the plan sponsor
or service provider or that a report on controls placed in operation and tests
of operating effectiveness (type 2 SOC 1 report) exists for the service provider.
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The auditor often will determine that in these circumstances, a combined audit
approach using both tests of the operating effectiveness of controls and substantive procedures is an effective audit approach. See further discussion in
chapter 4 of this guide.

Tests of Controls
3.43 In accordance with paragraph .08 of AU-C section 330, the auditor
should design and perform tests of controls to obtain sufficient appropriate
audit evidence about the operating effectiveness of relevant controls if (a) the
auditor's assessment of risks of material misstatement at the relevant assertion
level includes an expectation that the controls are operating effectively (that
is, the auditor intends to rely on the operating effectiveness of controls in
determining the nature, timing, and extent of substantive procedures) or (b)
when substantive procedures alone cannot provide sufficient appropriate audit
evidence at the relevant assertion level.
3.44 See paragraphs .10–.17 of AU-C section 330 for requirements relating
to the nature and extent of tests of controls and the timing of the tests of
controls.

Substantive Procedures
3.45 Irrespective of the assessed risks of material misstatement, the auditor should design and perform substantive procedures for all relevant assertions related to each material class of transactions, account balances, and disclosure, in accordance with paragraph .18 of AU-C section 330. Paragraph .19
of AU-C section 330 states that the auditor should consider whether external
confirmation procedures are to be performed as substantive audit procedures.
3.46 Paragraph .21 of AU-C section 330 states that the auditor's substantive procedures should include audit procedures related to the financial
statement closing process, such as

r
r

agreeing or reconciling the financial statements with the underlying accounting records and
examining material journal entries and other adjustments made
during the course of preparing the financial statements.

3.47 Paragraph .A57 of AU-C section 330 states that the nature and also
the extent of the auditor's examination of journal entries and other adjustments
depend on the nature and complexity of the entity's financial reporting process
and the related risks of material misstatement.
3.48 The following list includes examples of adjustments that may be
applicable to employee benefit plan audits:
a. Accrual of contributions receivable
b. Accrual of pharmacy rebates receivable
c. Accrual of administrative expenses payable
d. Adjustments for valuation of investments that are not valued at
quoted prices in active markets
e. Accrual for unrelated business income tax relating to voluntary
employees' beneficiary association trusts or limited partnership investments (See chapter 9, "Plan Tax Status," of this guide.)
f. Accruals relating to employer contributions for operational defects
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3.49 See paragraphs .22–.33 of AU-C section 330 for the requirements
related to substantive procedures responsive to significant risks, timing of
substantive procedures, selecting items for testing to obtain audit evidence,
adequacy of presentation and disclosure, evaluating the sufficiency and appropriateness of audit evidence, and documentation. Also, see the other chapters
of this guide for examples of the more common identified risks of what can go
wrong at the relevant assertion level and example audit procedures, especially
chapters 5–7 for plan-specific guidance.

Evaluation of Misstatements Identified During the Audit
3.50 Based on the results of substantive procedures, the auditor may
identify misstatements in accounts or notes to the financial statements. AUC section 450 addresses the auditor's responsibility to evaluate the effect of
identified misstatements on the audit and the effect of uncorrected misstatements, if any, on the financial statements. Paragraphs .05–.12 of AU-C section
450 address specific requirements the auditor should perform in relation to
accumulation of identified misstatements, consideration of identified misstatements as the audit progresses, communication and correction of misstatements,
evaluating the effect of uncorrected misstatements, and documentation.
3.51 Paragraph .A23 of AU-C section 450 states that the circumstances
related to some misstatements may cause the auditor to evaluate them as
material, individually or when considered together with other misstatements
accumulated during the audit, even if they are lower than materiality for the
financial statements as a whole. For example, the effect of an incorrect contribution amount to a participant's account in a DC plan that is otherwise
immaterial could be material if there was a systematic error occurring over
several years in the process of determining the contribution for many participants. An immaterial error in one year also affects a participant's investment
return for future years, and correcting it may require a material contribution
from the plan sponsor to reinstate participant account balances to the level
they would have been had the errors not occurred. In addition, the error is
operational when the plan is not being operated consistently with the plan document, which could affect the plan's tax-exempt status, as well the opinion in
the auditor's report. See paragraph 9.28 of this guide for a discussion of when
the auditor becomes aware of possible violations of laws and regulations that
could adversely affect the plan's tax-exempt status.
3.52 Other examples of misstatements or their effects on employee benefit
plan financial statements may include
a. a misstatement that changes the funded status of a DB plan from
being overfunded to being underfunded or changes in zone status
for a multiemployer DB plan.
b. a misstatement that changes the regulatory funding requirements
of a DB plan.
c. the potential effect of the misstatement on a plan's compliance with
ERISA regulations or the plan's tax-qualified status.
d. whether the misstatement is an indication of a potential prohibited
transaction.
3.53 The following are generally the material accounts found in an employee benefit plan's financial statements:
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a. All types of plans:
i. Investments
ii. Net appreciation (depreciation) in the fair value of investments
iii. Interest and dividend income
iv. Contributions and contributions receivable
v. Benefits paid
b. Benefit obligations in a DB plan or an H&W plan
c. Specific to H&W plans:
i. Claims incurred but not reported
ii. Administrative expenses
iii. Noninterest-bearing cash

Audit Documentation
3.54 AU-C section 230, Audit Documentation (AICPA, Professional Standards), addresses the auditor's responsibility to prepare audit documentation
for an audit of financial statements. Audit documentation that meets the requirements of such AU-C section and the specific documentation requirements
of other relevant AU-C sections provides
a. evidence of the auditor's basis for a conclusion about the achievement of the overall objectives of the auditor; and
b. evidence that the audit was planned and performed in accordance
with GAAS including applicable legal and regulatory requirements.
3.55 For purposes of GAAS, audit documentation, as defined in paragraph .06 of AU-C section 230, is the record of audit procedures performed,
relevant audit evidence obtained, and conclusions the auditor reached. (Terms
such as working papers or workpapers are also sometimes used.) The auditor
should prepare audit documentation on a timely basis, in accordance with paragraph .07 of AU-C section 230. Paragraphs .08–.12 of AU-C section 230 address
the auditor's responsibilities regarding documentation of the audit procedures
performed and audit evidence obtained, including form, content, and extent of
audit documentation. Refer to AU-C section 230 for further guidance on audit
documentation.
Note
The audit documentation for a specific engagement is assembled in an audit
file. The audit documentation contained within the audit file may consist of
cross references to documentation for audit engagements with related entities. For example, the documentation for an audit of the financial statements
of an employee benefit plan may consist partly of cross references to the relevant documentation of payroll-related tests performed in connection with the
audit of the financial statements of the plan's sponsor.
It is generally a good practice to include copies of working papers utilized
from the plan sponsor's audit in the working papers of the plan in order for
each audit file to stand on its own.
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Consideration of Fraud
3.56 AU-C section 240 addresses the auditor's responsibilities relating
to fraud in an audit of financial statements. Misstatements in the financial
statements can arise from either fraud or error. The distinguishing factor between fraud and error is whether the underlying action that results in the
misstatement of the financial statements is intentional or unintentional.
3.57 The primary responsibility for the prevention and detection of fraud
rests with both those charged with governance of the entity and management.
In accordance with paragraph .05 of AU-C section 240, an auditor conducting an audit in accordance with GAAS is responsible for obtaining reasonable
assurance that the financial statements as a whole are free from material misstatement, whether caused by fraud or error. Due to the inherent limitations of
an audit, an unavoidable risk exists that some material misstatements of the
financial statements may not be detected, even though the audit is properly
planned and performed in accordance with GAAS. See paragraphs .12–.15 of
AU-C section 240 for requirements relating to maintaining professional skepticism and discussion among the audit team members related to potential fraud
risks.

Risk Assessment Procedures and Related Activities
3.58 When performing risk assessment procedures and related activities
to obtain an understanding of the entity and its environment, including the
entity's internal control, required by AU-C section 315, paragraph .16 of AU-C
section 240 states that the auditor should perform the procedures in paragraphs
.17–.24 of AU-C section 240 to obtain information for use in identifying the risk
of material misstatement due to fraud. As part of this work, the auditor should
perform the following procedures:
a. Hold discussions with management, others within the entity, and
those charged with governance, unless all those charged with governance are involved in managing the entity. (See specific inquiries
the auditor should make in paragraphs .17–.19 and .21 of AU-C
section 240.)
b. Obtain an understanding of how those charged with governance
exercise oversight of management's process for identifying and responding to the risks of fraud in the entity and the internal control
that management has established to mitigate these risks and make
inquiries of those charged with governance to determine their views
about the risks of fraud and whether they have knowledge of any
actual, suspected, or alleged fraud affecting the plan, unless all
those charged with governance are involved in managing the entity. (See paragraphs .20–.21 and .A21–.A23 of AU-C section 240.)
c. Evaluate whether unusual or unexpected relationships that have
been identified (based on analytical procedures performed as part
of risk assessment procedures) indicate risks of material misstatement due to fraud. (See paragraphs .22, .A24–.A26, and .A46 of
AU-C section 240.)
d. Consider whether other information obtained by the auditor indicates risks of material misstatement due to fraud. (See paragraph
.23 of AU-C section 240 and further application guidance in paragraph .A27.)
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e. Evaluate whether the information obtained from the risk assessment procedures and related activities performed indicates that
one or more fraud risk factors are present. (See paragraphs .24 and
.A28–.A32 of AU-C section 240.)
3.59 As indicated in item (e) in the preceding paragraph, the auditor
may identify events or conditions that indicate an incentive or a pressure to
perpetrate fraud, provide an opportunity to commit fraud, or indicate attitudes
and rationalizations to justify a fraudulent action. Such events or conditions are
referred to as fraud risk factors. Although fraud risk factors may not necessarily
indicate the existence of fraud, paragraph .24 of AU-C section 240 states that
they have often been present in circumstances in which frauds have occurred
and, therefore, may indicate risks of material misstatement due to fraud.
3.60 Appendix A, "Examples of Fraud Risk Factors," of AU-C section
240 identifies examples of fraud risk factors that may be faced by auditors in
a broad range of situations. Appendix F contains a list of fraud risk factors
specific to employee benefit plans. Remember that fraud risk factors are only
one of several sources of information an auditor considers when identifying and
assessing risk of material misstatement due to fraud.

Identification and Assessment of the Risks of Material
Misstatement Due to Fraud
3.61 Paragraph .25 of AU-C section 240 states that the auditor should
identify and assess the risk of material misstatement due to fraud at the financial statement level and at the assertion level for classes of transactions,
account balances, and disclosures. The auditor's risk assessment should be
ongoing throughout the audit, following the initial assessment.
3.62 For employee benefit plans, such accounts may include investments
that are valued using unobservable inputs; for a DC plan, use of forfeitures
and late remittances of employee deferrals; for DB plans, the actuarial present
value of accumulated plan benefits; for defined benefit H&W plans, the benefit obligations, including those for postretirement, postemployment, claims
incurred but not reported, and claims payable. For multiemployer plans, estimates also include the amount and collectability of contributions receivable
and withdrawal liabilities.
3.63 Paragraph .26 of AU-C section 240 states that when identifying and
assessing the risks of material misstatement due to fraud, the auditor should,
based on a presumption that risks of fraud exist in revenue recognition, evaluate which types of revenue, revenue transactions, or assertions give rise to
such risks. Paragraph .46 of AU-C section 240 specifies the documentation required when the auditor concludes that the presumption is not applicable to the
circumstances of the engagement and, accordingly, has not identified revenue
recognition as a risk of material misstatement due to fraud. (See paragraphs
.A33–.A35 of AU-C section 240 for application guidance of fraud risks in revenue recognition.) For employee benefit plans, this risk of misstatement due to
fraudulent financial reporting primarily includes investment income resulting
from inappropriate investment valuation and the inappropriate recognition of
contributions.
3.64 Paragraph .27 of AU-C section 240 states that the auditor should
treat those assessed risks of material misstatement due to fraud as significant
risks and, accordingly, to the extent not already done so, the auditor should
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obtain an understanding of the entity's related controls, including control activities, relevant to such risks, including the evaluation of whether such controls
have been suitably designed and implemented to mitigate such fraud risks.
(See paragraphs .A36–.A37 of AU-C section 240 for application guidance on
identifying and assessing the risks of material misstatement due to fraud and
understanding the entity's related controls.)
3.65 Examples of controls for employee benefit plans include those examples detailed in appendix B, "Examples of Controls," of this guide, and also may
include the following:
a. Board of directors or committee with oversight of the plan with
qualified members who have been in their role for extended periods
of time
b. Identification and education of the individuals who have fiduciary
responsibility for the plan
c. Involvement of qualified ERISA counsel
d. Use of reputable outside service providers, such as investment custodians, investment managers, recordkeepers, claims administrators, or paying agents
e. Appropriate oversight and monitoring of outside service providers
f. Plan administrator-maintained independent records and periodic
checks of information provided to the investment custodian
g. Preparation and review of reconciliations of trust assets to participant accounts or accounting records of the plan
h. Segregation of duties related to benefit payments, contributions,
investment transactions, and loans
i. Process for approval of transactions with parties in interest
j. Periodic audit of methodology and assumptions used in actuarial
valuations
k. In multiemployer plans, payroll audits of contributing employers
to verify employer contributions receivable

Responses to the Assessed Risks of Material Misstatement Due to Fraud
3.66 As noted in paragraph 3.39, the auditor should determine overall
responses to address the assessed risks of material misstatement due to fraud
at the financial statement level. As noted in paragraph 3.40, the auditor should
design and perform further audit procedures whose nature, timing, and extent
are responsive to the assessed risks of material misstatement due to fraud at
the relevant assertion level. See paragraphs .28–.30 of AU-C section 240 for
further guidance.

Audit Procedures Responsive to Risks Related to Management
Override of Controls
3.67 Paragraph .31 of AU-C section 240 states that management is in a
unique position to perpetrate fraud because of management's ability to manipulate accounting records and prepare fraudulent financial statements by
overriding controls that otherwise appear to be operating effectively. Although
the level of risk of management override of controls will vary from entity to
entity, the risk is nevertheless present in all entities. Due to the unpredictable
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way in which such override could occur, it is a risk of material misstatement
due to fraud and, thus, a significant risk.
3.68 Even if specific risks of material misstatement due to fraud are not
identified by the auditor, paragraph .32 of AU-C section 240 states that a possibility exists that management override of controls could occur. Accordingly,
the auditor should address the risk of management override of controls apart
from any conclusions regarding the existence of more specifically identifiable
risks by designing and performing audit procedures to
a. test the appropriateness of journal entries recorded in the general
ledger and other adjustments made in preparation of the financial
statements, including entries posted directly to financial statement
drafts.
b. review accounting estimates for biases and evaluate whether the
circumstances producing the bias, if any, represent a risk of material misstatement due to fraud.
c. evaluate, for significant transactions that are outside the normal
course of business for the entity or that otherwise appear to be unusual given the auditor's understanding of the entity and its environment and other information obtained during the audit, whether
the business rationale (or lack thereof) of the transactions suggests
that they may have been entered into to engage in fraudulent financial reporting or to conceal misappropriation of assets.
Note
Paragraph .32a of AU-C section 240 requires the auditor to test the appropriateness of journal entries to address the risk of management override of
controls. Most benefit plans use reports prepared by a service organization as
their general ledger. In accordance with .32a(ii) of AU-C section 240, the auditor should make inquiries of individuals involved in the financial reporting
process about unusual activities relating to the processing of journal entries
and other adjustments. This may be achieved by meeting with management,
and the service organization, if necessary, to understand the "normal accounting process" and those adjustments and journal entries considered to be
routine in the day-to-day operations and the type of adjustments and journal entries that would be outside of normal processing and considered to be
unusual, nonstandard or nonroutine. It is also important for the auditor to understand whether management can direct the service organization to record
adjustments and nonstandard, journal entries outside of the normal accounting process or routine plan operations and the process management follows,
to request or direct the service organization to make those adjustments and
nonstandard journal entries and how these requests are authorized.

Evaluation of Audit Evidence
3.69 Paragraphs .34–.37 and .A56–.A62 of AU-C section 240 provide requirements and application guidance for evaluating audit evidence. As stated
in paragraph .34 of AU-C section 240, the auditor should evaluate, at or near
the end of the audit, whether the accumulated results of auditing procedures
(including analytical procedures that were performed as substantive tests or
when forming an overall conclusion) affect the assessment of the risks of
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material misstatement due to fraud made earlier in the audit or indicate a
previously unrecognized risk of material misstatement due to fraud.
3.70 Paragraph .35 of AU-C section 240 states that if the auditor identifies a misstatement, the auditor should evaluate whether such a misstatement
is indicative of fraud. If such an indication exists, the auditor should evaluate
the implications of the misstatement with regard to other aspects of the audit,
particularly the auditor's evaluation of materiality, management and employee
integrity, and the reliability of management representations, recognizing that
an instance of fraud is unlikely to be an isolated occurrence. Furthermore,
paragraph .36 of AU-C section 240 states that if the auditor identifies a misstatement, whether material or not, and the auditor has reason to believe that
it is, or may be, the result of fraud and that management (in particular, senior management) is involved, the auditor should reevaluate the assessment
of the risks of material misstatement due to fraud and its resulting effect on
the nature, timing, and extent of audit procedures to respond to the assessed
risks. The auditor should also consider whether circumstances or conditions
indicate possible collusion involving employees, management, or third parties
when reconsidering the reliability of evidence previously obtained.
3.71 Paragraph .37 of AU-C section 240 states that if the auditor concludes
that, or is unable to conclude whether, the financial statements are materially
misstated as a result of fraud, the auditor should evaluate the implications for
the audit. AU-C section 450 and AU-C section 700A, Forming an Opinion and
Reporting on Financial Statements (AICPA, Professional Standards), address
the evaluation and disposition of misstatements and the effect on the auditor's
opinion in the auditor's report. See AU-C section 240 for additional information
on considerations of fraud in a financial statement audit.
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Chapter 4

Internal Control 1
4.01 AU-C section 315, Understanding the Entity and Its Environment
and Assessing the Risks of Material Misstatement (AICPA, Professional Standards), addresses the auditor's responsibilities to identify and assess the risks
of material misstatement in the financial statements. Paragraph .03 of AU-C
section 315 states that the objective of the auditor is to identify and assess the
risks of material misstatement, whether due to fraud or error, at the financial
statement and relevant assertion levels through understanding the entity and
its environment, including the entity's internal control, thereby providing a basis for designing and implementing responses to the assessed risks of material
misstatement.2 Also, see appendix B, "Examples of Controls," of this guide.
4.02 Obtaining an understanding of the entity (for example, the employee
benefit plan) and its environment, including the entity's internal control, is a
continuous process of gathering, updating, and analyzing information throughout the audit. Paragraph .A3 of AU-C section 315 states that the auditor is required to exercise professional judgment to determine the extent of the required
understanding of the entity. To gain an understanding of an employee benefit
plan and its environment, the auditor may consider obtaining and reviewing
the following:
a. The plan document and amendments to understand the provisions
of the plan, how it operates, and who is eligible to participate
Note
Maintaining and amending the plan document is the responsibility of the
plan sponsor, often with the assistance of employee benefit plan consultants
and Employee Retirement Income Security Act of 1974 (ERISA) counsel.
b. Contractual agreements to understand the services provided by
service organizations (for example, trust agreements, custodial
agreements, recordkeeper agreements, and claims processor agreements)
c. The trust statement, including a list of the investments, the investment strategy, and the written investment policy, if applicable
d. List of related parties and parties in interest, including committees
and their responsibilities associated with the plan
e. Communications to participants, such as enrollment, summary
plan descriptions, and summaries of material modifications
f. Communications with regulators such as the IRS, the Department
of Labor (DOL), or the Pension Benefit Guaranty Corporation

1
Refer to the preface for important information about the applicability of the professional standards to audits of issuers and nonissuers. (See definitions in the preface.)
2
For additional nonauthoritative guidance pertaining to internal control and the risk assessment standards, refer to Q&A sections 8200.05–.16 (AICPA, Technical Questions and Answers).
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4.03 Information in this guide may help the auditor obtain sufficient
knowledge to understand the regulations under ERISA in which the plan operates and the related accounting standards and specific financial statement
disclosures required by the applicable financial reporting framework (for example, accounting principles generally accepted in the United States of America
[GAAP]) and ERISA.
4.04 As defined in paragraph .04 of AU-C section 315, internal control is
a process effected by those charged with governance,3 management, and other
personnel that is designed to provide reasonable assurance about the achievement of the entity's objectives with regard to reliability of financial reporting,
effectiveness and efficiency of operations, and compliance with applicable laws
and regulations. Internal control over safeguarding of assets against unauthorized acquisition, use, or disposition may include controls relating to financial
reporting and operations objectives. Paragraphs .15–.25 of AU-C section 315
describe the five components of internal control:
a. Control environment
b. The entity's risk assessment process
c. The information system, including the related business processes
relevant to financial reporting and communication
d. Control activities relevant to the audit
e. Monitoring of controls
4.05 The internal control process of an employee benefit plan may be
affected by activities at the plan sponsor and services provided by service organizations, such as bank trust departments, insurance companies, and recordkeeping companies. Specific activities of the plan sponsor that may be part of
the internal control relevant to the audit of an employee benefit plan include
payroll, human resources and benefits, treasury, and financial reporting, as
well as IT controls. Services provided by service organizations are discussed in
paragraphs 4.11–.28.
4.06 The following are examples of activities related to employee benefit
plans that may include controls (both manual and automated IT) relevant to
the audit:
a. The activities, including IT activities, within payroll and the human resources or benefits (human resources information systems
[HRISs]) that include information such as salary; hours worked;
demographics (for example, sex and date of birth); and date of hire
and termination
b. Authorization and information processing for certain plan activities, such as
i. eligibility and enrollment,
ii. employer and employee contributions, and
iii. payment of distributions
3
Those charged with governance is defined in paragraph .06 of AU-C section 260, The Auditor's Communication With Those Charged With Governance (AICPA, Professional Standards), as the
person(s) or organization(s) (for example, a corporate trustee) with responsibility for overseeing the
strategic direction of the entity and obligations related to the accountability of the entity. This includes
overseeing the financial reporting process. Those charged with governance may include management
personnel (for example, executive members of a governance board or an owner-manager).
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c. Transmitting information between the plan sponsor's systems and
service organizations
d. Approving, monitoring, and valuing plan investments
e. Monitoring information provided by service organizations
f. Monitoring activities outsourced to service organizations, as discussed in paragraph 4.14
g. The financial statement preparation and closing process
h. Maintaining the plan's tax advantaged status (for example, timely
plan amendments and performance of applicable compliance tests)
i. Maintaining substantial compliance with applicable laws and regulations (for example, nonexempt transactions, reporting and disclosure, and income tax withholding on distributions)
Note
The plan auditor may gain audit efficiencies if he or she also audits the plan
sponsor by leveraging his or her understanding of the controls relevant to the
audit over the payroll system and the HRIS during the plan sponsor audit.
Although testing of the payroll area may have been performed in conjunction
with the plan sponsor's audit, all the assertions surrounding payroll relevant
to the plan audit may or may not have been tested. See paragraphs 2.48–.53
for further discussion on testing of payroll.
4.07 In accordance with paragraph .13 of AU-C section 315, the auditor should obtain an understanding of internal control relevant to the audit.
Although most controls relevant to the audit are likely to relate to financial
reporting, not all controls that relate to financial reporting are relevant to the
audit. It is a matter of the auditor's professional judgment whether a control,
individually or in combination with others, is relevant to the audit.
4.08 Paragraph .14 of AU-C section 315 states that when obtaining an
understanding of controls that are relevant to the audit, the auditor should
evaluate the design of controls and determine whether they have been implemented by performing procedures in addition to inquiry of the entity's personnel. Paragraph .A76 of AU-C section 315 states that risk assessment procedures
to obtain audit evidence about the design and implementation of relevant controls may include inquiring of entity personnel, observing the application of
specific controls, inspecting documents and reports, and tracing transactions
through the information system relevant to financial reporting. Inquiry alone,
however, is not sufficient for such purposes.
4.09 Paragraph .A22 of AU-C section 330, Performing Audit Procedures
in Response to Assessed Risks and Evaluating the Audit Evidence Obtained
(AICPA, Professional Standards), states that testing the operating effectiveness of controls is different from obtaining an understanding of and evaluating
the design and implementation of controls. However, the same types of audit
procedures are used. The auditor may, therefore, decide it is efficient to test the
operating effectiveness of controls at the same time the auditor is evaluating
their design and determining that they have been implemented. Paragraph .04
of AU-C section 330 defines test of controls as an audit procedure designed to
evaluate the operating effectiveness of controls in preventing or detecting and
correcting material misstatements at the assertion level.
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4.10 In accordance with paragraph .08 of AU-C section 330, the auditor
should design and perform tests of controls to obtain sufficient appropriate
audit evidence about the operating effectiveness of relevant controls if the
auditor's assessment of risks of material misstatement at the relevant assertion level includes an expectation that the controls are operating effectively
(that is, the auditor intends to rely on the operating effectiveness of controls in
determining the nature, timing, and extent of substantive procedures) or if substantive procedures alone cannot provide sufficient appropriate audit evidence
at the relevant assertion level.
Note
Appendix B of this guide contains examples of certain controls a plan might
establish. This understanding is used to assess the risks of material misstatement in the plan's financial statement assertions. An auditor of an employee
benefit plan may determine that substantive procedures alone provide sufficient appropriate audit evidence, and it is not necessary to test controls.
However, in certain situations, for example, when participants interface electronically with a third-party service provider, it may be necessary to test
controls for certain assertions.

Using a Service Organization and Related
Audit Considerations
4.11 AU-C section 402, Audit Considerations Relating to an Entity Using
a Service Organization (AICPA, Professional Standards), provides guidance
relating to a user auditor's responsibility for obtaining sufficient appropriate
audit evidence in an audit of the financial statements of a user entity that uses
one or more service organizations. Statement on Standards for Attestation Engagements (SSAE) No. 16, Reporting on Controls at a Service Organization
(AICPA, Professional Standards, AT sec. 801), addresses examination engagements undertaken by service auditors to report on controls at organizations
that provide services to user entities when those controls are likely to be relevant to user entities' internal control over financial reporting (for example,
bank trust departments, plan recordkeepers, and payroll processing service
organizations). Reports issued under SSAE No. 16 are referred to as SOC 1
reports.
Note
See AICPA Practice Aid Using a SOC 1® Report in Audits of Employee Benefit
Plans for nonauthoritative guidance for user auditors engaged to audit the
financial statements of entities that use service organizations.
4.12 Paragraph .03 of AU-C section 402 states that services provided by
a service organization are relevant to the audit of a user entity's financial
statements when those services and the controls over them affect the user
entity's information system, including related business processes, relevant to
financial reporting. Although most controls at the service organization are
likely to relate to financial reporting, other controls also may be relevant to the
audit, such as controls over the safeguarding of assets. A service organization's
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services are part of the user entity's information system, including related
business processes, relevant to financial reporting if these services affect any
of the following:
a. The classes of transactions in the user entity's operations that are
significant to the user entity's financial statements;
b. The procedures within both IT and manual systems by which the
user entity's transactions are initiated, authorized, recorded, processed, corrected as necessary, transferred to the general ledger (or
equivalent such as a trust statement), and reported in the financial
statements;
c. The related accounting records, supporting information, and specific accounts in the user entity's financial statements that are
used to initiate, authorize, record, process, and report the user
entity's transactions. This includes the correction of incorrect information and how information is transferred to the general ledger;
the records may be in either manual or electronic form;
d. How the user entity's information system captures events and conditions, other than transactions, that are significant to the financial
statements;
e. The financial reporting process used to prepare the user entity's financial statements, including significant accounting estimates and
disclosures; and
f. Controls surrounding journal entries, including nonstandard journal entries used to record nonrecurring, unusual transactions, or
adjustments.
4.13 Internal control relevant to the audit of an employee benefit plan
generally consists of the controls at the user entity, as well as the controls at
applicable service organizations. Paragraph .07 of AU-C section 402 states that
the objectives of the user auditor when the user entity uses the services of a
service organization are to
a. obtain an understanding of the nature and significance of the services provided by the service organizations and their effect on the
user entity's internal control relevant to the audit, sufficient to
identify and assess the risks of material misstatement.
b. design and perform audit procedures responsive to those risks.
AU-C section 402 provides guidance to the user auditor to achieve these objectives.
4.14 Examples of services provided by service organizations that may be
relevant to the audit of an employee benefit plan include the following:
a.
b.
c.
d.
e.
f.
g.
h.

Maintenance of the accounting records
Management of the investments
Processing of investment transactions
Safeguarding of assets held by custodians
Maintenance of the individual participant accounts
Processing of the benefit payments
Processing and maintenance of participant loans
Adjudication and payment of claims
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i. Processing of payroll transactions
j. Processing enrollment of participants
k. Maintenance of participant data (such as census data)
4.15 Service organizations that provide such services to an employee benefit plan may include the following:
a. Bank trust departments
b. Recordkeeping companies
c. Claims processing companies
d. Actuarial firms
e. Insurance companies
f. Payroll processing companies
4.16 Generally, the user auditor for an employee benefit plan can obtain
information about the nature of the services provided by a service organization from sources such as trust agreements and service contracts between the
service organization and employee benefit plan. Paragraph .09 of AU-C section
402 states that when obtaining an understanding of the user entity in accordance with AU-C section 315, the user auditor should obtain an understanding
of how the user entity uses the services of a service organization in the user
entity's operations, including the nature of the services provided by the service
organization and the significance of those services to the user entity, including their effect on the user entity's internal control. Understanding the nature
of the contracted services is important. For example, a service organization
may offer certain services, such as calculating benefit payments; however, the
contractual agreement between the service organization and plan may exclude
these services because the plan administrator calculates the benefit payments
internally or has contracted with another service organization to provide these
services.
4.17 Paragraph .A7 of AU-C section 402 states that the significance of
the controls at the service organization to the user entity's internal control
also depends on the degree of interaction between the service organization's
activities and those of the user entity. The degree of interaction refers to the
extent to which a user entity is able to and elects to implement effective controls over the processing performed by the service organization. If the service
organization is authorized by the plan to initiate, execute, and account for the
processing of transactions without specific authorization of individual transactions, a lower degree of interaction exists, and it may not be practicable for the
plan to implement effective controls for those transactions.
4.18 In accordance with paragraph .A25 of AU-C section 402, whether
the use of a service organization increases a user entity's risk of material misstatement depends on the nature of the services provided and the controls over
these services. Typically, for an employee benefit plan, assuming complementary user entity controls have been implemented and are operating effectively,
the use of a service organization may decrease the plan's risk of material misstatement, particularly if the plan itself or the plan sponsor does not have the
expertise or the resources necessary to undertake particular activities.
4.19 Often, the plan sponsor may not maintain independent accounting
records when a service organization has been engaged to provide recordkeeping
services. For example, for 401(k) plans, participant enrollment forms detailing
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the contribution percentage and investment fund allocation option when participants use the service organization's automated telephone system or secured
website to enroll and change their contribution percentage and investment
fund allocations are only maintained in electronic record form. For health and
welfare plans, often, claims are submitted electronically from the health care
provider directly to a claims administrator for adjudication and payment. Paragraph .11 of AU-C section 402 states that the user auditor should determine
whether a sufficient understanding of the nature and significance of the services provided by the service organization and their effect on the user entity's
internal control relevant to the audit has been obtained to provide a basis for
the identification and assessment of risks of material misstatement.
4.20 To support the understanding about the design and implementation
of controls at the service organization, AU-C section 402 provides guidance
on other procedures that may be performed. In accordance with paragraph
.12 of AU-C section 402, if the user auditor is unable to obtain a sufficient
understanding from the user entity, the user auditor should obtain that understanding from one or more of the following procedures:
a. Obtaining and reading a type 1 or type 2 SOC 1 report, if available
b. Contacting the service organization through the user entity to obtain specific information
c. Visiting the service organization and performing procedures that
will provide the necessary information about the relevant controls
at the service organization
d. Using another auditor to perform procedures that will provide the
necessary information about the relevant controls at the service
organization
4.21 A type 1 SOC 1 report is a report on the fairness of the presentation of management's description of the service organization's system and the
suitability of the design of the controls to achieve the related control objectives included in the description as of a specified date. A type 2 SOC 1 report
is a report that also includes the service auditor's opinion on the operating
effectiveness of the controls and a detailed description of the service auditor's
tests of the operating effectiveness of the controls and the results of those tests
throughout a specified period.
4.22 Type 1 SOC 1 reports are designed to provide information about
the flow of transactions within, and controls over, relevant applications at the
service organization and whether such controls were suitably designed and
had been placed in operation. Such a report, either alone or in conjunction
with controls at the user entity, does not provide any evidence of the operating
effectiveness of the relevant controls.
4.23 Type 2 SOC 1 reports provide additional information about the nature, timing, extent, and results of the service auditor's tests of specified controls at the service organization that may be useful if the user auditor intends
to place reliance on controls at the service organization to reduce the extent of
his or her substantive procedures.
4.24 AU-C section 402 provides guidance to the user auditor when he or
she intends to use a type 1 or type 2 SOC 1 report. In accordance with paragraph
.13 of AU-C section 402, in determining the sufficiency and appropriateness of
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the audit evidence provided by a type 1 or type 2 SOC 1 report, the user auditor
should be satisfied regarding the following:
a. The service auditor's professional competence and independence4
from the service organization
b. The adequacy of the standards under which the type 1 or type 2
SOC 1 report was issued
4.25 Paragraph .14 of AU-C section 402 states that if a user auditor plans
to use a type 1 or type 2 SOC 1 report as audit evidence to support his or her
understanding about the design and implementation of controls at the service
organization, the user auditor should
a. evaluate whether the type 1 SOC 1 report is as of a date or, in the
case of a type 2 SOC 1 report, is for a period that is appropriate for
the user auditor's purposes.
b. evaluate the sufficiency and appropriateness of the evidence provided by the report for the understanding of the user entity's internal control relevant to the audit.
c. determine whether complementary user entity controls identified
by the service organization are relevant in addressing the risks of
material misstatement relating to the relevant assertions in the
user entity's financial statements and, if so, obtain an understanding of whether the user entity has designed and implemented such
controls.
4.26 When planning to use a type 1 or type 2 SOC 1 report in an employee benefit plan audit, practitioners are reminded that AU-C section 402
contains requirements for evaluating the report. It is important that the auditor understands the requirements to use a SOC 1 report and considers the
following:
a. Document procedures performed in evaluating the sufficiency and
appropriateness of the SOC 1 report.
b. Understand the services the user entity has contracted to use because the service auditor may have tested controls relevant to services that are not used by the plan; therefore, those controls are
not relevant to the financial statement assertions of the plan.
c. Determine that the report provided to the user entity covers the
appropriate systems and locations.
d. Evaluate whether the type 1 SOC 1 report is as of a date or, in the
case of a type 2 SOC 1 report, is for a period appropriate for purposes of the audit of the plan, and document additional procedures
performed if the period covered by the report is not appropriate.
e. If the operating effectiveness of relevant controls has been tested
by the service auditor, the user auditor may be able to reduce substantive procedures, but substantive procedures are still required.
Paragraph .18 of AU-C section 330 states that irrespective of the
assessed risks of material misstatement, the auditor should design
4
Paragraph .A22 of AU-C section 402, Audit Considerations Relating to an Entity Using a
Service Organization (AICPA, Professional Standards), states that unless evidence to the contrary
comes to the user auditor's attention, a service auditor's report implies that the service auditor is
independent of the service organization. However, a service auditor need not be independent of the
user entities.
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and perform substantive procedures for all relevant assertions related to each material class of transactions, account balance, and
disclosure.
f. When using a type 2 SOC 1 report, the user auditor is required to
test the operating effectiveness of complementary user entity controls identified by the service organization that are relevant in addressing the risks of material misstatement relating to the relevant
assertions in the user entity's financial statements. Paragraph .10
of AU-C section 330 states that in designing and performing tests of
controls, the auditor should perform other audit procedures in combination with inquiry to obtain audit evidence about the operating
effectiveness of the controls.
g. If services provided by a subservice organization are excluded (for
example, carved out) from the report, and those services are relevant to the audit of the plan's financial statements, the user auditor
is required to apply the requirements of AU-C section 402 to the
services provided by the subservice organization.
h. It may be necessary to obtain and evaluate more than one SOC 1
report from a single service organization. For example, trust department services and recordkeeping services may be in separate
reports. In addition, relevant IT activities may be covered in a separate report.
4.27 Controls over claims or benefit payments processed by a service
organization may include controls over the valuation of the claims or benefit
payments (for example, the value recorded is what was paid); however, it may
not include controls over whether the claim or benefit payment was calculated
appropriately based on the provisions of the plan.
4.28 Many bank trust departments prepare type 2 SOC 1 reports that
may include tests of controls over pricing of certain investments. Gaining an
understanding of the services provided by the service organization and the
controls will help the user auditor determine if the tests of controls are sufficient
to reduce the extent of substantive procedures for the types of investments held
by the plan. For investments other than those traded on an active exchange,
the price used to value the investment may be the best available information
obtained by the service organization, which may not be the value measured
in accordance with GAAP. (See chapter 8, "Investments," of this guide for
additional guidance.)
Note: Limited-Scope Audits
For a limited-scope audit, as permitted by Title 29 U.S. Code of Federal
Regulations 2520.103-8 of the DOL rules and regulations for reporting and
disclosure under ERISA, the auditor has no responsibility to obtain an understanding of the controls maintained by the certifying institution over assets
held and investment transactions executed by the institution. Therefore, in a
limited-scope audit, to the extent that the service organization is only providing investment transaction services, a SOC 1 report for the trust department
is not necessary. However, if the service organization is also providing services such as the processing of participant-level transactions, a report may
be relevant if it covers these services.
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Chapter 5

Defined Contribution Retirement Plans
Including Employee Stock Ownership Plans
Note
Chapter 5, "Defined Contributions Retirement Plans Including Employee
Stock Ownership Plans" has been expanded to include guidance specific to
the accounting, reporting, and auditing of employee stock ownership plans
(ESOPs) and has been organized as follows:

r
r
r
r

Chapter 5A, "Defined Contribution Retirement Plans" reflects the accounting, reporting, and auditing of defined contribution retirement
plans. (See paragraphs 5.01–.399.)
Chapter 5B, "Employee Stock Ownership Plans" reflects the accounting, reporting, and auditing specific to ESOPs. (See paragraphs
5.400–.799.)
Appendix A, "Defined Contribution Retirement Plan Operations and
Administration" (See paragraph 5.800.)
Appendix B, "Regulations, Administration, and Operation of an
ESOP" (See paragraph 5.801.)

This guide has been updated to include the following Accounting Standards
Updates (ASUs) issued by FASB whose provisions are not yet effective:

r
r

FASB ASU No. 2015-07, Fair Value Measurement (Topic 820): Disclosures for Investments in Certain Entities That Calculate Net Asset
Value per Share (or Its Equivalent) (a consensus of the FASB Emerging Issues Task Force)
FASB ASU No. 2015-12, Plan Accounting: Defined Benefit Pension
Plans (Topic 960), Defined Contribution Pension Plans (Topic 962),
Health and Welfare Benefit Plans (Topic 965): (Part I) Fully BenefitResponsive Investment Contracts, (Part II) Plan Investment Disclosures, (Part III) Measurement Date Practical Expedient (consensuses
of the FASB Emerging Issues Task Force). (Plans may early adopt
any of the three parts of this ASU individually, without early adopting the other parts but once a part is adopted it must be done so in
its entirety. See appendix I, "Schedule of Changes Made to the Text
From the Previous Edition," of this guide, which identifies what part
of FASB ASU No. 2015-12 the revisions in this chapter relate to.)

Based on feedback from various sources, AICPA staff believe that many plans
will want to adopt FASB ASU No. 2015-07 and FASB ASU No. 2015-12 early
and therefore the provisions of these ASUs have been reflected in the body of
this guide.
For plans that are not early adopting these ASUs, the AICPA is continuing to offer the 2015 edition of the AICPA Audit and Accounting
Guide Employee Benefit Plans as a resource for users following the
requirements prior to the effective date of these ASUs.
See the section "Select Recent Developments" in the preface of this guide for
further discussion about these ASUs and their effective dates.
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Chapter 5A

Defined Contribution Retirement Plans
Introduction and Background
5.01 Defined contribution retirement plans1 (DC plans) provide an individual account for each participant and provide benefits that are based on all
of the following: (a) amounts contributed to the participant's account by the
employer or employee, (b) investment experience, and (c) any forfeitures allocated to the account, less any administrative expenses charged to the plan and
allocated or charged directly to participants.
5.02 Under a DC plan, the employer contribution rate is generally determined at the discretion of the employer, by contractual agreement, or both.
When a participant withdraws from the plan, the amount allocated to the
participant's account (if fully vested) represents the participant's accumulated
benefit. That amount may be paid to the participant or used to purchase a
retirement annuity, as defined by the plan agreement. The benefit a participant will ultimately receive is based upon his or her vested account balance at
the time of payment. By contrast, in a defined benefit pension plan (DB plan),
benefits are determinable based on factors, such as age, years of service, and
salary, and the contribution necessary to provide those benefits is actuarially
determined. (See chapter 6, "Defined Benefit Pension Plans," of this guide.)
5.03 Tax advantaged DC plans are established under Sections 401(a),
403(b), and 457(b) of the IRC. The three general types of tax qualified DC plans
under Section 401(a) of the IRC (profit-sharing plans, money purchase pension
plans, and stock bonus plans) are defined as follows:
a. A profit-sharing plan is a DC plan that is not a money purchase
pension plan or a stock bonus plan and is designated as such in
the plan document. Employer contributions may be discretionary
or may be based on a formula related to profits, compensation, or
other factors, as defined in the plan document.
b. A money purchase pension plan is a DC plan under which employer
contributions are based on a fixed formula that is not related to
profits and that is designated as a pension plan by the plan sponsor.
c. A stock bonus plan is a DC plan under which distributions are
normally made in stock of the employer, unless the participant or
beneficiary elects otherwise. The most common form of stock bonus
plan is the employee stock ownership plan (ESOP). See chapter 5B,
"Employee Stock Ownership Plans," for additional information on
these types of plans.
5.04 Other types of tax advantaged plans include the following:
1
The term defined contribution retirement plan used in this guide is intended to encompass
all defined contribution plans (except for health and welfare defined contribution plans that are
covered in chapter 7, "Health and Welfare Benefit Plans," of this guide). FASB Accounting Standards
Codification (ASC) uses the term defined contribution pension plan. The authors of this guide believe
that, often, the term pension plan is used interchangeably to refer to all types of defined contribution
plans. This guide has elected to use the term defined contribution retirement plan because it more
accurately reflects all types of defined contribution plans.
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a. 403(b) plans. 403(b) plans (also known as tax-sheltered annuities)
are also considered tax advantaged DC plans and are provided
for under Section 403(b) of the IRC. A 403(b) plan is a retirement
plan for certain employees of public schools, employees of certain
tax-exempt organizations, and certain ministers. Generally, these
plans may invest in annuity contracts or mutual funds, and contributions may include employee elective deferrals, employer nonelective contributions, or after-tax contributions (that are not Roth
contributions).
b. 457(b) plans. 457(b) plans (more commonly referred to as 457 plans)
are tax advantaged DC plans for employees of governmental units
that are otherwise ineligible for 401(k) or 403(b) plans. The structure and operation of these plans is substantially similar to 401(k)
and 403(b) plans but are not covered by the Employee Retirement
Income Security Act of 1974 (ERISA).
5.05 The following table shows the more general types of tax qualified DC
plans that exist under the IRC as described in paragraphs 5.03–.04.
Types of 401(a) Plans

Types of Specialized
Plans

Profit
Sharing
Plans

401(k) plans (also known
as cash-or-deferred
arrangements)

X

Thrift plans (also called
savings plans)

X

Money
Purchase
Pension
Plans

Other Tax
Advantaged
Plans

X

X

ESOPs

X
X

Target benefit plans
SIMPLE plans (savings
incentive match plans for
employees)

Stock
Bonus
Plans

X
X

403(b) plans
(tax-sheltered annuity
plans)

X

457(b) plans (deferred
compensation plans)

X

Administration and Operation of a DC Plan
5.06 It is important to understand the roles and responsibilities of those
charged with governance as well as what has been delegated to the key parties that are involved in the operation and administration of the various types
of DC plans. An understanding of these roles and responsibilities can be obtained from the plan document, collective bargaining agreement, trust document, service agreements, insurance contracts, internal policies and procedures
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manuals, as well as ERISA and IRS regulations. The key parties for the plan
may include the following:
Plan
a.
b.
c.
d.
e.
f.
g.
h.
i.
j.

Plan sponsor
Plan administrator
Plan participants
Audit committee or those charged with governance
Administrative committee
Investment committee
Human resources or benefits department
Treasury department
Finance or accounting department
Payroll department

Service Providers
a.
b.
c.
d.
e.
f.
g.
h.
i.

Trustee
Custodian
Investment manager or adviser
Recordkeeper
ERISA legal counsel
Payroll processor
Appraiser
Third-party pricing vendor
Outside administrators (commonly used for outsourced enrollment,
eligibility, benefit payments, collection of contributions, tax compliance testing, and data storage)

5.07 See appendix A, "Defined Contribution Retirement Plan Operations
and Administration," of this chapter for a detailed description of the key plan
provisions, roles and responsibilities, and reports and records for a DC plan.
The responsibilities relating to investments are discussed in chapter 8, "Investments," of this guide. See chapter 5B for accounting, reporting, and auditing
for ESOPs.
5.08 ERISA requires that the plan sponsor maintain records in sufficient
detail to permit benefits to be properly calculated and paid when due. (See
appendix A, "ERISA and Related Regulations," of this guide.) The accounting
records that form the foundation for the preparation of the plan's financial
statements will vary in complexity depending on the type of plan, the decentralization of operations, complexity of plan provisions, and delegation of
administrative functions. These records may be maintained by the plan sponsor or by service organizations such as trustees, insurance companies, service
bureaus, payroll processors, and third-party administrators. Although the plan
sponsor has ultimate responsibility for maintaining the plan's records, during
the audit of the plan it is important to understand the roles and duties of all
parties involved in the plan's administration, as well as the accounting records
that each party prepares or maintains. The terms of these services and record
retention requirements are usually documented in a service agreement that
is entered into between the plan and the service organization as well as the
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accounting records that each party maintains. In addition to the typical records
covered in chapter 1, "Introduction and Background," of this guide a DC plan
will also have records for participant loans.

Accounting, Reporting, and Auditing DC Plans
5.09 This chapter describes accounting principles generally accepted in
the United States of America as promulgated by FASB (U.S. GAAP) for accounting and financial reporting for DC plans as set forth in FASB Accounting Standards Codification (ASC) 962, Plan Accounting—Defined Contribution
Pension Plans. Other FASB ASC topics may also apply to defined contribution
plans. FASB ASC contains all authoritative U.S. GAAP. This chapter also provides guidance that has been supported by the Financial Reporting Executive
Committee (FinREC) on the accounting, reporting, or disclosure treatment of
transactions or events that is not set forth in FASB ASC and describes related
auditing procedures and guidance for DC plans. This auditing guidance may
be found under the section "Auditing Considerations for DC Plans."
5.10 The primary users of a DC plan's financial statements include plan
sponsors, plan participants, the Department of Labor (DOL), the IRS, and the
SEC. Information that is useful to DC plan participants includes the amount
they would receive currently if they were to withdraw from the plan or borrow
funds from or transfer funds within the plan, as well as the results of transactions and events that affect those amounts. Accordingly, participants generally
have a greater interest in monitoring the financial condition and operations of
the plan because they bear more investment risk than they would in a DB plan.

Financial Statements
5.11 In accordance with FASB ASC 962-10-10-1, the primary objective
of a DC plan's financial statements is to provide information that is useful in
assessing the plan's present and future ability to pay benefits when they are
due. In a DC plan, the plan's net assets available to pay benefits equal the
sum of participants' individual account balances. Accordingly, benefits that
can be paid by the plan when they are due relate to the value of the net
assets that may currently be made available to the individual participants.
It should be recognized that (a) information in addition to that contained in a
plan's financial statements is needed in assessing the plan's present and future
ability to pay benefits when due, and (b) comparative financial statements can
provide more useful information for assessing the plan's future ability to pay
benefits.
5.12 FASB ASC 962-205-45-1 states that the financial statements of a
DC plan prepared in accordance with U.S. GAAP should be prepared on the
accrual basis of accounting and should include (a) a statement of net assets
available for benefits as of the end of the plan year (ERISA requires that this
statement be presented in comparative form) and (b) a statement of changes
in net assets available for benefits for the year then ended. See paragraph 5.18
for guidance on providing a statement of cash flows.

Net Assets Available for Benefits
5.13 In accordance with "Pending Content" in FASB ASC 962-205-45-2,
the statement of net assets available for benefits of the plan should present
amounts for all of the following:
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a. Total assets
b. Total liabilities
c. Net assets available for benefits
Note
If significant, the fair value of an investment should be reduced by brokerage
commissions and other costs normally incurred in a sale (similar to fair value
less costs to sell). See paragraph 5.20 for additional information.

Participant Allocations (Auditing Ref: par. 5.208–.210)
5.14 The net assets available for benefits for DC plans are normally allocated to individual participant accounts according to procedures set forth in
the plan document.
5.15 Investments of DC plans are generally presented at their fair value
(excluding insurance contracts and fully benefit-responsive investment contracts). (See paragraphs 5.20 and 5.39–.45 for special provisions concerning the
valuation of insurance contracts and the valuation of fully benefit-responsive
investments contracts. See paragraphs 5.49–.51 for the valuation of participant loans.) DC plans typically permit periodic contributions, withdrawals,
participant loans, and changes in investment elections and salary deferral
percentages. Transactions can be executed by the plan participant at varying
frequencies depending upon the plan's provisions; however, plans that permit
transactions on a daily basis are the most common. Thus, the determination
of the value of plan assets on the dates throughout the year in which the plan
permits transactions is important. When an investment option in a DC plan is
valued using significant unobservable inputs, periodic valuation is more difficult. Failure to value plan assets properly on the date of a participant-directed
transaction can result in such transactions being executed at inappropriate
amounts and consequently result in a misstatement of plan assets and related
activity.

Cash Balances (Auditing Ref: par. 5.211–.215)
5.16 Noninterest-bearing cash balances of DC plans typically represent
residual amounts not otherwise invested and are typically shown as a separate
line item on the financial statements. Interest bearing cash balances often relate to investment or participant transactions in process. FinREC recommends
that interest-bearing cash be included with investments in the financial statements. The Form 5500, Annual Return/Report of Employee Benefit Plan, also
requires interest-bearing cash to be reported as an investment on Schedule H,
line 4i—Schedule of Assets (Held At End of Year).
5.17 Many times, noninterest-bearing cash balances, such as for participant contributions or distribution payments, consist of amounts which are
held in a suspense account or a clearing account until disposition of the funds
is determined or completed.
5.18 According to FASB ASC 230-10-15-4, a statement of cash flows is not
required to be provided by a DB plan that presents financial information in
accordance with the provisions of FASB ASC 960, Plan Accounting—Defined
Benefit Pension Plans. Other employee benefit plans that present financial
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information similar to that required by FASB ASC 960 (including the presentation of plan investments at fair value) also are not required to provide
a statement of cash flows. Employee benefit plans are encouraged to include
a statement of cash flows with their annual financial statements when that
statement would provide relevant information about the ability of the plan to
meet future obligations (for example, when the plan invests in assets that are
not highly liquid or obtains financing for investments).
5.19 A definition of a cash equivalent need not be disclosed as required by
FASB ASC 230-10-45-6, when a cash flow statement is not presented.

Investments (Auditing Ref: par. 5.216–.218)
5.20 According to FASB ASC 962-325-35-1, plan investments should generally be presented at their fair value at the reporting date (see FASB ASC 962325-35-3 for special provisions concerning the valuation of insurance contracts
and FASB ASC 962-325-35-5 for special provisions concerning the valuation of
fully benefit-responsive investment contracts. FASB ASC 962-325-35-1A states
that if significant, the fair value of an investment should be reduced by brokerage commissions and other costs normally incurred in a sale (similar to fair
value less cost to sell). See paragraphs 5.39–.45 and chapter 8 of this guide for
special provisions concerning the valuation of fully benefit-responsive investment contracts and insurance contracts, respectively. Fair value of plan investments is the price that would be received to sell an asset or paid to transfer
a liability in an orderly transaction between market participants at the measurement date. As stated in FASB ASC 962-325-35-2, some plan investments
may not have level 1 inputs to measure fair value. Therefore, they will need
to be measured in accordance with the other valuation techniques described in
FASB ASC 820, Fair Value Measurement. Examples include real estate, mortgage or other loans, limited partnerships, restricted securities, unregistered
securities, securities that are traded in inactive markets, and nontransferable
investment contracts.
5.21 In accordance with "Pending Content" in FASB ASC 962-325-35-1B,
if a plan's fiscal year-end does not coincide with a month-end, the plan may
measure investments and investment-related accounts (for example, a liability
for a pending trade with a broker) using the month-end that is closest to the
plan's fiscal year-end. That election should be applied consistently from year
to year.
5.22 Original cost of investments is not required to be disclosed in the
financial statements; however, the Form 5500 requires disclosure of original
cost for nonparticipant-directed investments on Schedule H, line 4i—Schedule
of Assets (Held at End of Year). (See paragraph 5.26 for further guidance on
nonparticipant-directed investments.)
5.23 Typically for DC plans, participants are offered an array of investment options in which to direct their account balances and have different
methods of holding those investments. Some of these investment options or
methods of holding investments include common or collective trusts (CCTs),
registered investment companies (RICs), contracts with insurance companies,
pooled separate accounts (PSAs), and master trusts. These types of investments
or methods of holding investments are also found in other types of benefit plans.
In addition, certain DC plans may have investments that are managed by an
investment manager, similar to a DB plan.
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Note
Readers of this guide should refer to chapter 8 of this guide for an in-depth
discussion of certain investments unique to DC plans that are described in
this chapter, as well as for other investments not covered in this chapter.
5.24 Some of the following more common investment types or methods of
holding investments that present unique accounting and auditing considerations for DC plans are discussed subsequently in this chapter:

r
r
r
r
r
r
r

Participant-directed and nonparticipant-directed investments
Self-directed accounts
Separately managed accounts
Unitized accounts
Omnibus accounts
Investment contracts
Master trusts

Participant-Directed and Nonparticipant-Directed Investments
Participant-Directed Investments (Auditing Ref: par. 5.219–.220)
5.25 A DC plan may offer a participant-directed program whereby participants choose among various investment options and may periodically change
their investment selections. The available options may include pooled fund
vehicles (such as RICs, CCTs, or PSAs), employer securities, and separately
managed accounts. When a participant is permitted to redirect or transfer
funds from investments originally directed by the employer, those investments
are also considered participant directed. For example, when the employer's
contribution is automatically invested in the company stock fund, but the participant has the ability, at any time, to transfer funds out of the company
stock fund, the stock fund may be considered participant directed. For separately managed accounts (see paragraph 5.32), even though the participant
does not direct the investment of the underlying investments of the separately
managed account, those underlying investments are considered participant
directed because the participant selected to participate in the separately managed account. See chapter 8 of this guide for further guidance on certain of these
investments.
5.26 According to "Pending Content" in FASB ASC 962-325-45-5, investments measured using fair value in the statement of net assets available for
benefits or in the notes should be presented by general type, such as (a) RICs (for
example, mutual funds), (b) government securities, (c) CCTs, (d) PSAs, (e) shortterm securities, (f) corporate bonds, (g) common stocks (including employer
stock), (h) mortgages, (i) real estate, and (j) self-directed brokerage accounts
(that is, an investment option that allows participants to select investments
outside the plan's core options). See paragraphs 5.39–.45 and chapter 8 of this
guide for special provisions concerning the valuation of fully benefit-responsive
investment contracts and insurance contracts. FASB ASC 962-325-45-6 states
that the presentation should indicate whether the fair values of the investments have been measured by quoted market prices in an active market or
were otherwise determined.

AAG-EBP 5.24

©2016, AICPA

115

Defined Contribution Retirement Plans

Nonparticipant-Directed Investments
5.27 If a defined contribution plan provides for participant-directed and
nonparticipant-directed investment programs, FASB ASC 962-325-45-8 states
that the plan is required to disclose information in the financial statements
about the net assets and significant components of the changes in net assets
relating to the nonparticipant-directed program. See paragraph 5.77l for required disclosures specific to nonparticipant-directed investments.

Self-Directed Brokerage Accounts (Auditing Ref: par. 5.221–.222)
5.28 Many DC plans with participant-directed investment programs also
offer a self-directed program to participants. A self-directed program is one
that allows participants to invest their account balances in any investment, as
permitted by the plan and in accordance with ERISA. Under this type of arrangement, participants can direct investments into the self-directed program
in addition to, or in lieu of, the various investment alternatives offered by the
plan. There can be DC plans that are completely self-directed, not offering any
prescribed participant-directed investment programs. The self-directed brokerage account does not represent a pooled investment vehicle but is an account
that comprises individual investments owned by the plan. Self-directed brokerage accounts may also contain investments that may be valued at fair value
using unobservable inputs, such as hedge funds, private equity investments,
limited partnerships, real estate, and mortgages.
5.29 In accordance with "Pending Content" in FASB ASC 962-325-455, self-directed brokerage accounts should be presented as a single type of
investment.
Note
Investment income for self-directed brokerage accounts may include changes
in fair value as well as interest and dividends. In accordance with "Pending Content" in FASB ASC 962-205-45-7, investment income (interest and
dividends) should be presented exclusive of changes in fair value (net appreciation or depreciation), in the statement of changes in net assets available
for benefits (See paragraph 5.69b).

Form 5500 Reporting
5.30 The instructions to Form 5500, Schedule H, Financial Information,
permit aggregate reporting of certain self-directed brokerage accounts (also
known as "participant-directed brokerage accounts"), on the Form 5500 and
related Schedule H, line 4i—Schedule of Assets (Held at End of Year). Investments made through participant-directed brokerage accounts may be reported
either (a) as individual investments in the applicable categories in Parts I and
II of Schedule H or (b) by reporting the aggregate amount on line 1c(15)—Other
and the aggregate investment income (loss) before expenses on line 2c. This aggregate reporting is not available for loans, partnerships or joint ventures,
real property, employer securities, or investments that could result in a loss in
excess of the account balance of the individual who directed the transaction.
5.31 The plan sponsor may experience difficulty in obtaining selfdirected investment information by type and self-directed brokerage account
investment income (such as net appreciation or depreciation separate from
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interest and dividends) from plan service providers because often the service
providers prepare reports that include the information as a single line item.
If the financial statements fail to disclose information that is required by U.S.
GAAP, the auditor should consider the guidance in paragraphs .13–.21 of AUC section 700A, Forming an Opinion and Reporting on Financial Statements
(AICPA, Professional Standards), and determine whether it is necessary to
modify the opinion in the auditor's report in accordance with AU-C section
705, Modifications to the Opinion in the Independent Auditor's Report (AICPA,
Professional Standards). If the information is not available, then the auditor may be unable to obtain sufficient appropriate audit evidence on which to
form an opinion. The auditor's inability to obtain sufficient appropriate audit
evidence (also referred to as a limitation on the scope of the audit), whether
imposed by the client or by circumstances, may require the auditor to qualify his or her opinion or to disclaim an opinion. (See AU-C sections 700A and
705.)

Separately Managed Accounts (Auditing Ref: par. 5.223)
5.32 Some plans have investment accounts at a trust company or similar
institution consisting of individual plan assets that are managed by an investment manager specifically for the plan, which may or may not be offered as a
participant-directed investment alternative. Often these separately managed
investment accounts are mistaken for pooled investment vehicles (for example,
CCTs and PSAs). A review of the underlying investment agreement with the
investment manager will typically reveal whether the investment is a pooled
or separately managed vehicle. Individual assets of a separately managed investment account are held in the name of the plan (as opposed to a separate
trust that is owned by the plan) and are included individually on Schedule H,
line 4i—Schedule of Assets (Held at End of Year). See chapter 8 of this guide
for further guidance on accounting, reporting, and auditing of the underlying
investments in a separately managed investment account.

Unitized Accounts (Auditing Ref: par. 5.224)
5.33 The recordkeeper or trustee of a separately managed account typically calculates a unit value for the account. Participants transact at this unit
value; however, the plan transacts at the underlying investment level. The fund
may incur investment management or other fees that affect the net asset value
per unit. See paragraphs 5.74–.76 for further discussion on plan expenses.
5.34 When employer securities are offered as an investment option in
DC plans, unitization is commonly used. When unitization is used, the plan
owns the underlying investments of the unitized account. The unitized account
typically includes the employer securities and cash or a money market type
fund, which generally are reported separately as individual investments.
Note: ESOP Plans
Unitization, as described in paragraphs 5.33–.34, is not generally used for
leveraged ESOP plans that hold nonpublicly traded employer stock. See the
"Participant Allocations" section of chapter 5B for further discussion regarding unitization specific to ESOPs.
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5.35 If participants can elect to invest their account in employer securities,
then the plan may be subject to SEC reporting rules (such as Form 11-K
reporting).

Omnibus Accounts (Auditing Ref: par. 5.225)
5.36 An omnibus account is an institutional account, often in the name of
a custodian bank or an investment manager, in which transactions are effected
on behalf of a number of beneficial owners that are aggregated for trading purposes and are later allocated to those beneficial owners. Traditionally, although
the bank or the investment manager is expected to maintain records that reflect
the transactions allocated among the beneficial owners or customers, any information regarding the identity of the customers for whom transactions were
executed is frequently maintained by an affiliated recordkeeper. The recordkeeper system is the only record of an individual plan's activity within the
investment fund.

Investment Contracts (Auditing Ref: par. 5.226–.227)
5.37 Chapter 8 of this guide defines different types of investment contracts
and insurance contracts and discusses the related accounting, reporting, and
auditing of such contracts. DC plans can invest in fully benefit-responsive
investment contracts either directly or indirectly through CCTs or PSAs. Direct
investments that are held in a separately managed account are often mistaken
for a CCT. See paragraph 5.32 for further guidance on separately managed
accounts.
5.38 "Pending Content" in FASB ASC 962-325-35 states that insurance
contracts, as defined by FASB ASC 944-20, should be presented in the same
manner as specified in the annual report filed by the plan with certain governmental agencies in accordance with ERISA; that is, either at fair value or at
amounts determined by the insurance entity (contract value). Plans not subject
to ERISA should present insurance contracts as if the plans were subject the
reporting requirements of ERISA.

Fully Benefit-Responsive Investment Contracts
5.39 In accordance with "Pending Content" in FASB ASC 962-325-35-5,
DC plans should report investments (including derivative contracts) at fair
value (excluding insurance contracts and fully benefit-responsive investment
contracts). "Pending Content" in FASB ASC 962-325-35-5A states that contract
value is the relevant measure for the portion of the net assets available for
benefits of a defined contribution plan attributable to fully benefit-responsive
investment contracts.
5.40 As defined by the FASB ASC glossary, the contract value of a fully
benefit-responsive investment contract held by a plan is the amount a participant would receive if he or she were to initiate transactions under the terms
of the ongoing plan. In accordance with "Pending Content" in FASB ASC 962205-45-2, the statement of net assets available for benefits of the plan should
present amounts for (a) total assets, (b) total liabilities, and (c) net assets
available for benefits.
5.41 FASB ASC 962-205-45-6 states that the statement of changes in net
assets available for benefits should be prepared on a basis that reflects income
credited to participants in the plan and net appreciation or depreciation in the
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fair value of only those investment contracts that are not deemed to be fully
benefit-responsive.
5.42 In accordance with "Pending Content" in FASB ASC 962-325-50-6
fully benefit-responsive investment contracts held in a Master Trust, which are
measured at contract value, should follow the presentation guidance in FASB
ASC 962-325-35-5A and 962-325-50-3 (see paragraph 5.39).
Note
Fully benefit-responsive investment contracts as defined by the FASB ASC
glossary, is limited to direct investments between the plan and the issuer. Plans may indirectly hold fully benefit-responsive investment contracts
through beneficial ownership of CCTs (which own investment contracts). Insurance company PSAs that hold investment contracts also have similar
characteristics. When CCTs and PSAs hold fully benefit-responsive investment contracts, the plan's investment in the CCT or PSA are not considered
fully benefit-responsive investment contracts, and should be reported at fair
value. See chapter 8 of this guide for required disclosures related to fair value
measurements in accordance with FASB ASC 820.
5.43 In accordance with the FASB ASC glossary, an investment contract
is considered fully benefit-responsive, if all of the following criteria, analyzed
on an individual basis, are met for that contract:
a. The investment contract is effected directly between the plan and
the issuer and prohibits the plan from assigning or selling the
contract or its proceeds to another party without the consent of the
issuer.
b. Either (1) the repayment of principal and interest credited to participants in the plan is a financial obligation of the issuer of the
investment contract, or (2) prospective interest crediting rate adjustments are provided to participants in the plan on a designated
pool of investments held by the plan or the contract issuer, whereby
a financially responsible third party, through a contract generally
referred to as a wrapper, must provide assurance that the adjustments to the interest crediting rate will not result in a future
interest crediting rate that is less than zero. If an event has occurred such that realization of full contract value for a particular
investment contract is no longer probable (for example, a significant decline in creditworthiness of the contract issuer or wrapper
provider), the investment contract should no longer be considered
fully benefit-responsive.
c. The terms of the investment contract require all permitted
participant-initiated transactions with the plan to occur at contract value with no conditions, limits, or restrictions. Permitted
participant-initiated transactions are those transactions allowed
by the plan, such as withdrawals for benefits, loans, or transfers to
other funds within the plan.
d. An event that limits the ability of the plan to transact at contract value with the issuer (for example, premature termination of
the contracts by the plan, plant closings, layoffs, plan termination,
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bankruptcy, mergers, and early retirement incentives) and that
also limits the ability of the plan to transact at contract value with
the participants in the plan, must be probable of not occurring.
(The term probable is used in this paragraph consistent with its
use in FASB ASC 450-20-25.)
e. The plan itself must allow participants reasonable access to their
funds.
5.44 Additionally, as stated in the FASB ASC glossary, if access to funds
is substantially restricted by plan provisions, investment contracts held by
those plans may not be considered to be fully benefit-responsive. For example,
if plan participants are allowed access at contract value to all or a portion
of their account balances only upon termination of their participation in the
plan, it would not be considered reasonable access and, therefore, investment
contracts held by that plan would generally not be deemed to be fully benefitresponsive. However, in plans with a single investment fund that allow reasonable access to assets by inactive participants, restrictions on access to assets
by active participants consistent with the objective of the plan (for example,
retirement or health and welfare benefits) will not affect the benefit responsiveness of the investment contracts held by those single-fund plans. Also, if
a plan limits participants' access to their account balances to certain specified
times during the plan year (for example, semiannually or quarterly) to control
the administrative costs of the plan, that limitation generally would not affect
the benefit responsiveness of the investment contracts held by that plan. In
addition, administrative provisions that place short-term restrictions (for example, three or six months) on transfers to competing fixed-rate investment
options to limit arbitrage among those investment options (equity wash provisions) would not affect a contract's benefit responsiveness. See paragraphs 3–15
of FASB ASC 962-325-55 for examples of fully benefit-responsive investment
contracts.
5.45 According to "Pending Content" in FASB ASC 962-325-35-9 if a plan
holds multiple contracts, each contract should be evaluated individually for
benefit responsiveness. FASB ASC 962-325-35 10 states contracts that provide
for prospective interest adjustments may still be fully benefit-responsive provided that the terms of the contracts specify that the crediting interest rate
cannot be less than zero.

Synthetic Guaranteed Investment Contracts
5.46 A synthetic guaranteed investment contract (GIC) is a variation of
a traditional GIC (see chapter 8 of this guide for a discussion on traditional
GICs). It is an investment contract that simulates the performance of a traditional GIC through the use of financial instruments. A key difference between
a synthetic GIC and a traditional GIC is that the plan owns the underlying
assets of the synthetic GIC. With a traditional GIC, the plan owns only the
investment contract itself that provides the plan with a call on the contract
issuer's assets in the event of default. The underlying assets of the synthetic
GIC may be held in a trust owned by the plan and typically consist of government securities, private and public mortgage-backed and other asset-backed
securities, and investment grade corporate obligations. To enable the plan to
realize a specific known value for the assets if it needs to liquidate them to make
benefit payments, synthetic GICs utilize a benefit-responsive wrapper contract
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issued by a third party that provides market and cash flow risk protection to
the plan. (The third-party issuer of the wrapper is an entity other than the
plan sponsor, administrator, or trustee and, in certain situations, may be the
entity that issues the investment contract.) For a synthetic GIC that meets
the definition of a fully benefit-responsive investment contract, see paragraphs
5.39–45 for special provisions concerning the valuation of fully benefit responsive investment contracts. The example DC plan financial statements in FASB
ASC 962-325-55-17 illustrates the presentation and disclosure of a synthetic
GIC.
Note
"Pending Content" in FASB ASC 815-10-15-68A states that the wrapper of a
synthetic GIC that meets the definition of a fully benefit-responsive investment
contract that is held by an employee benefit plan is excluded from the scope
of FASB ASC 815-10.

Form 5500 Reporting
5.47 Because the assets underlying a synthetic GIC are owned by the
plan, those assets and the wrapper should be separately valued and disclosed
in the Form 5500, Schedule H, line 4i—Schedule of Assets (Held at End of
Year).

Master Trusts (Auditing Ref: par. 5.228)
5.48 A master trust is a trust account made up of assets of some or all
of the employee benefit plans of a company that sponsors more than one plan
or a group of corporations under common control. Typically, each plan has an
undivided interest in the assets of the trust, and ownership is represented by
a record of proportionate dollar interest or by units of participation. However,
for certain DC plans, master trust arrangements exist whereby the investment
in the master trust represents a specific interest in certain investments and
possibly participant loans and, therefore, do not represent an undivided interest. Investments in a master trust should be presented in accordance with
"Pending Content" in paragraphs 6–7 of FASB ASC 962-325-50 and FASB ASC
962-325-50-8. See chapter 8 of this guide for further guidance on accounting
and reporting of investments held in master trusts.
Note
Form 5500 Reporting for Participant Loans in a Master Trust
In practice, many master trusts for DC plans include participant loans (paragraph 5.49) as part of their master trust agreement. However, even though
these loans may be included as part of the master trust agreement, the Form
5500 instructs the preparer not to include them as part of the master trust
assets because these represent plan-identified assets. Thus, the plan's financial statements would require Schedule H, line 4i—Schedule of Assets (Held
at End of Year), to report participant loans as a nonmaster trust investment.
The plan's Form 5500 filing would require the participant loans to be broken
out separately from the investment in the master trust on the Schedule H.
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Participant Loans (Notes Receivable From Participants)
(Auditing Ref: par. 5.229–.232)
5.49 DC plans typically allow participants to borrow against their vested
account balance. Such loans to participants are an extension of credit to a plan
participant by the plan in accordance with the plan document or the plan's written loan policy. The loan is secured by the participant's vested account balance.
For reporting purposes, participant loans should be classified as notes receivable from participants, in accordance with FASB ASC 962-310-45-2. Loans to
participants should be measured at their unpaid principal balance plus any
accrued but unpaid interest in accordance with FASB ASC 962-310-35-2. Also
see the note in paragraph 5.89 for additional disclosure guidance. Participant
loans are to be included on the supplemental Schedule H, line 4i—Schedule of
Assets (Held at End of Year), and recorded as an investment on Schedule H.
5.50 Participant loan records are generally maintained by the recordkeeper or party responsible for calculating amounts available for the loan under the plan. The recordkeeper or other responsible party will use participant
records and participant account information to determine the amount available
for the loan for eligible participants based upon the provisions of the plan document or the loan policy. The loan amount is deducted from the participant's
investment account and recorded as a note receivable from the participant.
The payment is made by check or electronic funds transfer to the participant
by the trustee. Generally the recordkeeper for the plan maintains the loan
amortization schedule as well as the participant's loan balance.
Note
The recordkeeper generally will prepare a roll forward of participant loans
during the year listing all related loan activity. This roll forward generally
includes activity such as new loans issued, loan repayments (payroll withholding and manual repayments), interest earned, loans distributed at time
of participant withdrawal from the plan, and defaulted loans. The activity
in the roll forward should reconcile to the detailed activity reported in the
trust statement. Additionally, loan repayments processed through payroll
withholdings should reconcile to the payroll report. The trustee or insurance
entity generally maintains a "memo" balance for participant loans.
5.51 For participant loans in which the participant has a distributable
event, such as employment termination, death, or disability, the loan would be
considered a distribution. The participant loan is removed from the statement
of net assets available for benefits and a distribution is recorded. For active
participants who have not incurred a distributable event, but have delinquent
loans, the participant loan remains outstanding until a distributable event
occurs.
Note: Participant Loans
Reporting participant loans as a note receivable from participants rather
than an investment typically will not result in a difference between total net
assets reported in the plan's financial statements and in the Form 5500.
The plan may continue to present loans that have been deemed distributed
on an outstanding loan list as a plan asset until a distributable event, such
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as employment termination, death, or disability, has occurred. However, the
instructions for Schedule H of the Form 5500 state that a participant loan
that has been deemed distributed during the plan year should be reported as
an expense if the participant loan is treated as a directed investment solely
of the participant's individual account and if as of the end of the plan year,
the participant is not continuing repayment under the loan. A reconciliation
between participant loans reported on the Form 5500 and participant loans
reported on the plan's financial statements prepared in accordance with U.S.
GAAP may be necessary depending on whether for U.S. GAAP purposes
the plan continues to report the delinquent loans as a note receivable from
participants.

Contributions and Contributions Receivable
(Auditing Ref: par. 5.235–.246)
5.52 The most common sources of contributions made to a DC plan include
employer, employee, and rollover contributions. These contributions may be
discretionary or mandatory and may be cash or noncash (such as employer
securities), as well as pretax or after tax.
5.53 According to the FASB ASC glossary, contributions receivable are
the amounts due, as of the date of the financial statements, to the plan from
employers, participants, and other sources of funding (for example, state subsidies or federal grants). According to FASB 962-310-45-1, contributions receivable should be separately identified. When applicable, contributions receivable
should include an allowance for estimated uncollectible amounts in accordance
with FASB ASC 962-310-35-1. According to FASB ASC 962-310-25-1, contributions receivable include those pursuant to formal commitments as well as
legal or contractual requirements. With respect to an employer's contributions,
evidence of a formal commitment may include any of the following: (a) a resolution by the employer's governing body approving a specified contribution, (b)
a consistent pattern of making payments after the plan's year-end pursuant to
an established contribution policy that attributes such subsequent payments
to the preceding plan year, (c) a deduction of a contribution for federal tax
purposes for periods ending on or before the financial statement date, or (d) the
employer's recognition as of the plan's financial statement date of a contribution
payable to the plan. In accordance with item (d) in FASB ASC 962-310-25-1,
the existence of an accrued contribution payable in the employer's financial
statements does not, by itself, provide sufficient support for recognition of a
contribution receivable by the plan.
5.54 In determining when a formal commitment exists as of the plan's
year-end, an important factor to consider is whether the contribution is related
to the participant's service or wages for that plan year. Other factors to consider include (a) whether the contribution is based on criteria (for example,
company performance, participant compensation, or years of service) that existed for the plan year, (b) whether a formal resolution or plan terms require
a contribution to be made for that plan year, (c) plan management's intent to
make a discretionary contribution, and (d) the timing of the decision to make
the contribution being reasonably soon after year-end. Typically, an employer
contribution receivable for a DC plan is recorded when the eligibility to receive
the contribution is based on service or other criteria that existed as of the plan's
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year-end. This differs from a DB plan, in which contributions (in excess of the
minimum funding) are to fund future benefit payments under the plan.
Note: ESOP Plans
In a leveraged ESOP, contributions are generally required to enable the plan
to pay the debt service. See the "Contributions and Contributions Receivable"
section of chapter 5B of this guide for additional guidance on ESOPs.
5.55 Other contributions may be determined after year-end but are based
on facts that existed at year-end. For example, the employer may be required to
contribute a qualified nonelective contribution because of a failure of a 401(k)
plan to pass the average deferral percentage test, a targeted contribution for
the benefit of certain otherwise ineligible participants to satisfy the coverage
rules, or other contributions due to operational defects that require a corrective
contribution. Similar to discretionary contributions, a contribution receivable
may be recorded. Some operational defects may also require reinstatement of
lost earnings. FinREC recommends that such corrective amounts be presented
as other employer contributions in the statement of changes in net assets
available for benefits. Any associated receivable would be presented as an
other employer contribution receivable.
5.56 Often, discretionary employer contributions for DC plans are not
finalized until after the plan's year-end because information required to determine the specific amount may not be known until the company's financial
statements are finalized. See FASB ASC 855, Subsequent Events, for the principles and requirements for subsequent events.

Rollover Contributions (Auditing Ref: par. 5.247–.248)
5.57 Many plans allow participants to transfer balances into the plan
from another qualified plan or from an IRA. Such transfers are referred to as
rollover contributions. If a rollover results from a significant transaction, such
as a plan sponsor acquisition or other plan amendments, FinREC recommends
that such rollover contributions be presented as a separate line item on the
statement of changes in net assets available for benefits.
Note
Typically a rollover contribution originates due to a distributable event, where
a Form 1099-R, Distributions From Pensions, Annuities, Retirement or Profit
Sharing Plans, IRAs, Insurance Contracts, is issued and the individual has
a right to receive their distribution or direct all or a portion of the amount
to be rolled over by: direct rollover, a trustee-to-trustee transfer, or through
deposit of the amounts distributed directly to the individual, into a qualified
plan within 60 days).
5.58 If the transfer of funds is the result of a plan merger or spinoff and is
initiated by the plan sponsor, it would not be considered a rollover contribution.
See paragraph 5.99 for a discussion of transfers in and out of a plan as a result
of a plan merger, transfer or spin-off.
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Other Receivables (Auditing Ref: par. 5.249–.251)
5.59 DC plans may have other receivables, including those associated
with contractual relationships. Other receivables may include the following:

r

r
r
r
r

Investment related receivables, such as the following:
—

Interest and dividend income

—

Securities lending income

—

Amounts due for securities sold

—

Derivative related activity (for example, receivable for
variation margin and foreign currency forward contracts)

Fee reimbursements (from plan sponsor or service providers)
Amounts due from plan sponsors or others relating to operational
defects, for example, a refund of a distribution in excess of a participant's interest in the plan
Reimbursement for nonexempt transactions or lost income (due
to late deposits or other investment losses arising from a fiduciary
breach)
Legal settlements

Forfeitures (Auditing Ref: par. 5.252–.254)
5.60 Upon termination of employment, a participant may not be fully
vested in the employer's contributions that have been allocated to his or her
account. The forfeited nonvested portion of the participant's account remains as
a plan asset (either in the participant's account or in a suspense account). The
forfeitures account may only be used or allocated in accordance with the plan
document. FinREC recommends that forfeitures not be shown separately on
the face of the financial statements but rather be combined in the appropriate
investment classification.
5.61 Forfeitures can be material, and the potential for improper use of
such funds exists. The plan document generally specifies how forfeitures are to
be used, for example, to
a. offset future employer contributions (see the accounting and reporting requirements in paragraph 5.69e).
b. pay plan administrative expenses.
c. reinstate the previously forfeited account balance of a terminated
employee when that participant is rehired within a specified period
of time (generally five years).
d. be allocated to the remaining plan participants based on each participant's compensation as a percentage of the total compensation
or some other nondiscriminatory method.
5.62 If the plan document allows for forfeitures to be offset against future
employer contributions and the plan administrator does so with the next employer contribution, the forfeiture balance at year-end is typically offset against
the year-end employer contribution receivable balance. See paragraph 5.77d
and q for disclosures related to forfeitures.
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Note
IRS Revenue Rulings 80-155 and 2002-42 provide that most DC plans will not
satisfy plan qualification requirements unless all funds are properly allocated
to participants' accounts under the plan in accordance with the plan document (certain exceptions are allowed, such as the use of a suspense account
in accordance with the requirements of Section 415 of the IRC). Therefore,
forfeitures would need to be allocated each year. If the forfeitures are not allocated according to the plan's terms, this may be considered an operational
defect for the plan.

Operating Assets (Auditing Ref: par. 5.255–.256)
5.63 In accordance with FASB ASC 962-205-45-5, plan assets used in
plan operations (for example, buildings, equipment, furniture and fixtures,
and leasehold improvements) should be reported at cost less accumulated depreciation or amortization. This is in contrast to the Form 5500 reporting
requirement that calls for plan assets to be reported at fair value. Resulting
differences should be presented in a note to the financial statements that reconciles the differences between amounts reported in the financial statements
and the Form 5500.
5.64 FASB ASC 360, Property, Plant, and Equipment, addresses accounting for the impairment of long-lived assets for assets to be held and used and
assets to be disposed of. FASB ASC 360-10-35-21 requires that long-lived assets to be held and used by the plan, such as real estate owned by the plan
for plan operations, be tested for recoverability whenever events or changes
in circumstances indicate that the carrying amount may not be recoverable.
Long-lived assets to be abandoned or exchanged for a similar productive asset
should be considered held and used until disposed of. FASB ASC 360-10-35-43
states that long-lived assets classified as held for sale should be measured at
the lower of its carrying amount or fair value less cost to sell. A long-lived asset
should not be depreciated while it is classified as held for sale. See FASB ASC
360 for further accounting and disclosure requirements.2

Update 5-1 Accounting and Reporting: Revenue From Contracts
With Customers
FASB Accounting Standards Update (ASU) No. 2014-09, Revenue from Contracts with Customers (Topic 606), issued in May 2014, is effective (as
amended by FASB ASU No. 2015-14, Revenue from Contracts with Customers
(Topic 606): Deferral of the Effective Date), for annual reporting periods of a
public business entity, a not-for-profit entity that has issued, or is a conduit
bond obligor for, securities that are traded, listed, or quoted on an exchange
or an over-the-counter market, and an employee benefit plan that files or
furnishes financial statements with or to the SEC should apply the "Pending
Content" that links to FASB ASC 606-10-65-1 for annual reporting periods beginning after December 15, 2017, including interim reporting periods

2
See also Technical Questions and Answers (Q&A) section 6931.03, "Should the Sale of Real Estate Investments Held by Employee Benefit Plans Be Treated as Discontinued Operations?" (AICPA,
Technical Questions and Answers).
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within that reporting period. Earlier application is permitted only as of annual reporting periods beginning after December 15, 2016, including interim
reporting periods within that reporting period.
For other entities, FASB ASU No. 2014-09 is effective for annual reporting
periods beginning after December 15, 2018, and interim periods within annual periods beginning after December 15, 2019. Other entities may elect to
adopt the standard earlier, however, only as of either

r
r

an annual reporting period beginning after December 15, 2016, including interim periods within that reporting period, or
an annual reporting period beginning after December 15, 2016, and
interim periods within annual periods beginning one year after the
annual reporting period in which an entity first applies the "Pending
Content" that links to FASB ASC 606-10-65-1.

See the "Select Recent Developments" section in the preface of this guide for
further details.

Accrued Liabilities (Auditing Ref: par. 5.257–.259)
5.65 A plan may have liabilities (other than for benefits) that should be
accrued. Such liabilities may include the following:

r
r
r
r
r
r
r
r

Accrued expenses, (for example, third-party administrator, investment management, trustee, recordkeeping, and professional
fees incurred during the period)
Amounts owed for securities purchased or other investmentrelated payables
Obligations to return securities lending collateral
Derivative-related payables
Refund of excess contributions (for example, corrective distributions)
Interest accrued on ESOP debt (See the "Accrued Liabilities" section of chapter 5B for additional guidance on ESOPs)
Income taxes payable by the plan
Amounts due to the plan sponsor (for example, the reimbursement
of plan expenses as permitted by the plan document)

5.66 These liabilities should be deducted to arrive at net assets available
for benefits. The plan should not reflect as liabilities amounts allocated to
accounts of persons who have elected to withdraw from the plan but have not
yet been paid (see the required disclosure in paragraph 5.77p). Benefits payable
are not accrued because all assets are available to pay benefits.
Note
A note to the financial statements to reconcile the audited financial statements to the Form 5500 may be necessary because the Form 5500 filing
instructions would report the benefits payable on Schedule H when the distribution has been processed and approved for payment.
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5.67 Corrective distributions may be required in the event that employee contributions exceed contribution limitations of the plan. These amounts
should be recorded as a liability in the year in which they were initially contributed to the plan. FinREC recommends that these amounts be netted against
contributions received in the statement of changes in net assets available for
benefits because the contributions were ineligible for that plan year. See paragraph 5.78b for recommended disclosures.

Changes in Net Assets Available for Benefits
5.68 As previously discussed in paragraph 5.39, the statement of changes
in net assets available for benefits should be prepared on a basis that reflects
income credited to participants in the plan and net appreciation or depreciation
in the fair value of only those investment contracts that are not deemed to be
fully benefit-responsive.
5.69 According to "Pending Content" in FASB ASC 962-205-45-7 (unless
otherwise noted), information about changes in net assets available for benefits
is intended to present the effects of significant changes in net assets during the
year and should present at a minimum all of the following (See paragraph
5.466 for ESOPs):
a. The net appreciation or depreciation in fair value. Net appreciation
or depreciation includes realized gains and losses on investments
that were both purchased and sold during the period as well as
unrealized appreciation or depreciation of the investments held at
year end. Also see chapter 8 for further guidance on fair value
disclosures.
b. Investment income, exclusive of changes in fair value described in
item a preceding. Certain RICs and other investment funds pay
dividends or capital gain distributions that are reinvested into the
plan. FinREC recommends dividends be considered investment income and shown separately from changes in fair value. FinREC
recommends capital gain distributions be considered either investment income and shown separately from changes in fair value or
included as part of the net change in fair value.
Note
For fully benefit-responsive investment contracts, investment income includes interest income credited to participants in the plan.
c. Contributions from employers, segregated between cash and noncash contributions (a noncash contribution should be recorded at
fair value; the nature of noncash contributions should be described
either parenthetically or in a note). For example, the employer
match may be made as a noncash contribution of employer securities. (See paragraph 5.78b for recommended disclosures for employer contributions relating to the correction of operational defects
or other nonrecurring items.)
d. FinREC recommends that contributions be shown net of forfeitures
used to reduce contributions. See paragraphs 5.60–.62 for discussion of forfeitures.
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e. Contributions from participants, including those transmitted by
the sponsor.
f. FinREC recommends significant rollover contributions from a participant's other qualified employee benefit plan be shown as a separate line item from participant contributions and that corrective
distribution amounts be netted against contributions received. See
paragraph 5.67 for a discussion of corrective distribution disclosures.
g. Contributions from other identified sources (for example, state subsidies or federal grants).
h. Benefits paid to participants. (Benefits are only recorded when
paid.)
i. Payments to insurance entities to purchase contracts that are excluded from plan assets.
k. Administrative expenses. See DOL Advisory Opinion No. 2001-01A
for guidance on expenses that are considered proper plan expenses.
5.70 The minimum presentation items listed in the preceding paragraph
should be made to the extent that they apply to the plan. In accordance with
FASB ASC 962-205-45-8, the list of minimum presentation items is not intended to limit the amount of detail or the manner of presenting the information, and subclassifications or additional classifications may be useful. Other
changes in net assets available for benefits (for example, transfers of assets to
or from other plans or proceeds from demutualization) should also be presented
separately in the financial statements if they are significant.
5.71 FinREC also recommends that the following items be presented separately, if they are significant:
a. Other income, including fee income from securities loaned and from
miscellaneous sources, such as reimbursements for lost income or
operational defects
b. Interest earned on notes receivable from participants
c. Income tax expense (for example, unrelated business income tax)
d. Other expenses, such as interest expense on debt or short sales,
bank borrowings, margin accounts, and reverse repurchase agreements

Participant Benefits, Distributions, and Withdrawals
(Auditing Ref: par. 5.260–.263)
5.72 The amount, timing, and form of participant benefits, distributions,
and withdrawals are determined in accordance with the plan document. The
plan administrator, or his or her agent, is responsible for assuring that any
disbursements of plan assets satisfy the requirements set forth in the plan
instrument and related documents and are otherwise consistent with ERISA.

Benefit Payments
5.73 Benefits are recorded when paid as all net assets of the plan are
available to pay benefits. Each plan will contain provisions for how and when
participants will be eligible to receive benefits and the form of such benefits.
Benefit payments take on several different forms, such as in a lump sum, periodic payments, or annuity payments. The plan administrator, or his or her
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agent, is responsible for determining that any distributions of plan assets satisfy the requirements set forth in the plan instrument and related documents
and are otherwise consistent with ERISA.

Plan Expenses (Auditing Ref: par. 5.264–.267)
5.74 Certain expenses may be paid on behalf of the plan by the plan sponsor. However, some DC plans pay administrative and investment-related expenses out of plan assets provided that the plan document allows for such payments. DOL rules and regulations help clarify what expenses can be charged
to a plan. Payment of improper expenses from a qualified plan is a breach of
fiduciary duties and may be considered a nonexempt transaction. For example,
expenses incurred relating to the formation of the plan (such as settlor functions) would not be considered reasonable for the plan. Settlor functions include
decisions relating to the formation, design, and termination of the plan.3 Expenses incurred related to implementing settlor decisions may be reasonable
expenses of the plan. See the DOL-issued publication, Understanding Retirement Plan Fees and Expenses, and DOL Advisory Opinion No. 2001-01A to
better understand and evaluate plan fees and expenses.
5.75 Plan administrative expenses may be paid by the plan sponsor, participant or both, or through other types of arrangements, as permitted by the
plan document, and DOL and IRS rules and regulations. The nature of these
arrangements may not be apparent by the information that is provided on the
service organization's statements. See paragraphs 5.77u and 5.78d for guidance
on the financial statement disclosures related to expenses as well as chapter 9,
"Plan Tax Status," of this guide for tax status considerations.

Note
Revenue Sharing: Investment Managers and Service Organizations
The investment manager may agree to share a portion of its investment management fees with a service organization (such as the plan's recordkeeper)
to help reduce the costs of administrative services provided to the plan that
would have otherwise been charged directly to the plan sponsor, the plan,
or participants. This amount is commonly referred to as "revenue-sharing".
Revenue-sharing fees can present themselves in a number of different ways,
for example 12b-1 fees, sub-transfer agency fees, administrative servicing
fees, and shareholder servicing fees. See the recommended disclosure in paragraph 5.78d regarding these types of arrangements (this form of revenue
sharing arrangement is commonly referred to as soft-dollar arrangements).
Revenue Sharing: Service Organizations and Plan Sponsors
Another form of revenue sharing is when a plan sponsor enters into a contractual agreement with their service organization (for example, the plan's
recordkeeper) to participant in the revenue sharing amounts received by the
service organization from the investment manager. In such instances, an account is commonly established to capture revenue sharing amounts received
by the service organization (for example, plan expense reimbursement accounts, ERISA spending accounts or ERISA accounts).

3
Plan sponsors may want to consult with legal counsel when determining whether fees are
considered settlor fees.
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For additional information regarding these types of arrangements, see the
DOL advisory opinion at www.dol.gov/ebsa/regs/AOs/ao2013-03a.html and
the supplemental FAQs at www.dol.gov/ebsa/faqs/faq-sch-C-supplement
.html.
5.76 Typical plan expenses may include the following:

r
r
r
r
r
r
r
r
r

Investment management
Investment advice and education
Trustee
Custodian
Recordkeeping and compliance
Professional fees
Loan processing fees
Reimbursement of plan sponsor direct costs, such as plan administrative salaries and other administrative expenses
Other transaction or processing fees
Note

The Employee Benefits Security Administration issued final regulations in
2011 under ERISA Section 408(b)(2) to enhance disclosures to fiduciaries
of 401(k) and other participant-directed retirement plans to assist fiduciaries in determining both the reasonableness of compensation paid to plan
service providers and the sources of compensation that may affect a service
provider's performance under a service contract or arrangement. The final
rule may be viewed at http://webapps.dol.gov/FederalRegister/HtmlDisplay
.aspx?DocId=25781&AgencyId=8&DocumentType=2.

Financial Statement Disclosures
5.77 According to FASB ASC 962-205-50-1 (unless otherwise noted), the
financial statements should disclose, if applicable, all of the following:
a. In accordance with "Pending Content" in FASB ASC 962-325-50-1,
disclosure of a DC plan's accounting policies should include a description of the valuation techniques and inputs used to measure
the fair value less costs to sell, if significant, of investments (as required by FASB ASC 820-10-50) and a description of the methods
and significant assumptions used to measure the reported value of
insurance contracts (if any). However, DC plans are exempt from
the requirements in item (a) in FASB ASC 820-10-50-2B to disaggregate assets by nature, characteristics, and risks. The disclosures
of information by classes of assets required by FASB ASC 820-1050 should be provided by general type of plan assets consistent with
FASB ASC 962-325-45-5. In addition to the requirements in FASB
ASC 235, Notes to Financial Statements, these disclosures would
also include, as applicable
i. basis of accounting (if other than GAAP).
ii. use of estimates.
iii. notes receivable from participants.
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iv. investment valuation and income recognition.
v. payment of benefits.
vi. risks and uncertainties.
Note
The conclusions reached in paragraph BC22 of Part II of FASB ASU No.
2015-12 discusses that although the disclosure requirement for investments
that represent 5 percent or more of net assets available for benefits is eliminated, plans are still required to comply with the disclosure requirements
in FASB ASC 275, Risks and Uncertainties, and FASB ASC 825, Financial
Instruments, relating to concentration of credit risk. See the "Risks and Uncertainties" section in this chapter.
b. "Pending Content" in FASB ASC 962-325-50-2A states, if applicable, a plan should disclose the accounting policy election to measure
investments and investment-related accounts using the month-end
that is closest to the plan's fiscal year-end in accordance with FASB
ASC 962-325-35-1B and the month-end measurement date.
c. "Pending Content" in FASB ASC 962-325-50-2B states, if a plan
measures investments and investment-related accounts in accordance with FASB ASC 962-325-35-1B and contributions, distributions, or significant events (such as a plan amendment, a merger,
or a termination) occur between the month-end date used to measure investments and investment-related accounts and the plan's
fiscal year-end, the plan should disclose the amounts of those contributions, distributions, or significant events.
d. A brief, general description of the plan agreement, including, but
not limited to, vesting and allocation provisions and the disposition of forfeitures. If a plan agreement or a description providing
this information is otherwise published and made available, this
description may be omitted from the financial statement provided
that reference to the other source is made.
Note
The description of the plan generally includes who may participate, when a
participant becomes eligible to enter the plan, and termination provisions.
e. A description of significant plan amendments adopted during the
period and the effects of such amendments on net assets if significant either individually or in the aggregate.
f. The amount of unallocated assets, as well as the basis used to allocate asset values to participants' accounts if that basis differs from
the one used to record assets in the financial statements. The most
common example of this disclosure requirement is the segregation
of ESOP shares held as collateral on the ESOP loan from the shares
released from collateral and allocated to plan participants. See the
"Suspense Account (Unallocated Shares)" section of chapter 5B for
additional guidance for ESOPs.)
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g. The basis for determining contributions by employers and, for a
contributory plan, the method of determining participants' contributions.
h. Plans subject to the minimum funding requirements of ERISA,
such as money purchase pension plans, should disclose whether
those requirements have been met. If a minimum funding waiver
has been granted by the IRS, or if a request for waiver is pending
before the IRS, that fact should be disclosed.
i. If significant costs of plan administration are being absorbed by the
employer, that fact should be disclosed in the notes to the financial
statements.
j. The policy regarding the purchase of contracts with insurance entities that are excluded from plan assets. (See paragraphs 6.32–.36
of this guide for a description of allocated and unallocated funding
arrangements and when such arrangements should be excluded
from plan assets.)
k. The federal income tax status of the plan, if a favorable determination letter has not been obtained or maintained. ERISA requires
that financial statements filed with the Form 5500 include disclosure of "information concerning whether a tax ruling or determination letter has been obtained," which is more than is required by
FASB ASC 960.
Note
A plan's tax exempt status is a position that may be subject to uncertainty.
The sections of FASB ASC 740, Income Taxes, relating to accounting for
uncertain tax positions are applicable to all entities.
l. In accordance with FASB ASC 962-325-45-8, if a DC plan provides for participant-directed and nonparticipant-directed investment programs, the plan should disclose information in the financial statements about the net assets and significant components of
the changes in net assets relating to the nonparticipant-directed
program with such reasonable detail, either in the financial statements or accompanying notes, as is necessary to identify the types
of investments and changes therein. (See paragraph 5.26 for additional guidance.)
m. In accordance with FASB ASC 850, Related Party Disclosures, material related party transactions, for example, employer stock or
transfers between related plans. For plan expenses, see item u
that follows and paragraphs 5.74–.76. As described in paragraph
A.52 of appendix A of this guide, ERISA requires the disclosure
of agreements and transactions with persons known to be parties
in interest. As described in chapter 2, "Planning and General Auditing Considerations," of this guide not all parties in interest are
related parties under GAAP.
n. As required by ERISA, an explanation of the differences, if any,
between the information contained in the financial statements and
the amounts reported on the Form 5500, Schedule H.
o. Guarantees by others of debt of the plan.
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p. Amounts allocated to accounts of persons who have elected to withdraw from the plan but have not yet been paid.
q. The amount and disposition of forfeited nonvested accounts. Specifically, identification of those amounts that are used to reduce future
employer contributions, expenses, or reallocated to participant's accounts, in accordance with plan documents.
r. In accordance with FASB ASC 855, significant subsequent events
that may affect the usefulness of the financial statements.
s. Commitments and contingencies in accordance with FASB ASC
440, Commitments, and FASB ASC 450, Contingencies (for example, future capital commitments for investments).
t. In accordance with "Pending Content" in FASB 962-325-50-3, for
fully benefit-responsive investment contracts, in the aggregate:
i. A description of the nature of those investment contracts
(including how they operate), by the type of investment
contract (for example, synthetic investment contracts or
traditional investment contracts).
ii. A description of the events that limit the ability of the plan
to transact at contract value with the issuer (for example,
premature termination of the contracts by the plan, plant
closings, layoffs, plan termination, bankruptcy, mergers,
and early retirement incentives), including a statement
that the occurrence of each of those events that would
limit the plan's ability to transact at contract value with
participants in the plan is not probable of occurring. [The
term probable is used in this paragraph consistent with
its use in FASB ASC 450-20-25.]
iii. A description of the events and circumstances that would
allow issuers to terminate fully benefit-responsive investment contracts with the plan and settle at an amount
different from contract value.
iv. The total contract value of each type of investment contract (for example, synthetic contracts or traditional investment contracts).
u. Amounts paid to affiliates or related parties (such as advisory fees,
administration fees, brokerage commissions, and sales charges)
should be disclosed in accordance with FASB ASC 850. FASB ASC
850 requires disclosures of material related party transactions,
other than compensation arrangements, expense allowances, and
other similar items in the ordinary course of business. Significant
provisions of related party agreements, including the basis for determining management, advisory, administration, and also other
amounts paid to affiliates or related parties, should be described in
a note to the financial statements.
v. Other disclosures elsewhere in the guide (for example, see the master trust disclosures and the disclosures relating to fair value measurements of investments, including the fair value measurements
in certain entities that calculate NAV per share [or its equivalent]
in chapter 8 of this guide).
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Note: This list is not intended to modify the disclosure requirements
of FASB ASC 962, but rather to serve as a reference to the major requirements. This list does not include information required by ERISA
to be disclosed in the schedules filed as part of a plan's annual report.
In this connection, it is important to note that disclosure of this information only on the face of the financial statements or in the notes
to the financial statements, or both, but not in the schedules is not
acceptable under ERISA reporting standards.
5.78 FinREC also recommends that the following disclosures be made, if
significant:
a. The accounting policy for corrective distributions as discussed in
paragraph 5.67.
b. Employer contributions relating to the correction of operational
defects or other nonrecurring items. See the discussion of employer
contributions in paragraph 5.69d.
c. Along with the disclosures relating to forfeitures in paragraph
5.77q, include the amount of forfeitures available as of the end
of the year and the amount of forfeitures used or allocated during
the year. (See preceding paragraphs 5.60–.62 for a discussion of
forfeitures.)
d. The significant terms of expense offset arrangements with third
parties whereby expenses are netted against income. Expense offset arrangements generally consist of fees being paid to a thirdparty service provider (for example, recordkeeper) directly through
the use of investment fee rebates made available by the plan's separate third-party investment manager.
5.79 ERISA Section 2520.103-1(b)(3) requires the notes to the financial
statements to include certain disclosures. See paragraph A.52 of appendix A of
this guide for a listing of those disclosures.

Fair Value Measurements
5.80 See chapter 8 of this guide for required disclosures relating to fair
value measurements in accordance with FASB ASC 820, including the fair
value measurement of investments in certain entities that calculate NAV per
share.

Derivatives and Hedging
5.81 FASB ASC 815, Derivatives and Hedging, addresses accounting and
reporting for derivative instruments, including certain derivative instruments
embedded in other contracts (collectively referred to as derivatives), and for
hedging activities. It requires that an entity recognize all derivatives as either
assets or liabilities in the statement of financial position and measure those
instruments at fair value. FASB ASC 815 applies to certain contracts that meet
the definition of derivative instrument, as defined in FASB ASC 815-10-15-83.
See FASB ASC 815-10-15-13 for further information on certain contracts that
are not subject to the requirements of FASB ASC 815. Also, see chapter 8 of this
guide for more information regarding accounting and reporting for derivatives.
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Offsetting of Derivatives, Repurchase Agreements, and Securities
Lending Transactions
5.82 FASB ASC 210-20-50 enhances disclosures about certain financial instruments and derivative instruments that are either offset in accordance with
GAAP or are subject to an enforceable master netting arrangement or similar agreement. Accordingly, there may be additional disclosure requirements
for plans that participate in securities lending or derivative and hedging activities. The scope of the disclosure requirements in paragraphs 2–5 of FASB
ASC 210-20-50 is limited to recognized derivative instruments accounted for in
accordance with FASB ASC 815, including bifurcated embedded derivatives,
repurchase agreements, reverse repurchase agreements, and securities borrowing and securities lending transactions that are either offset in accordance
with FASB ASC 210-20-45 or FASB ASC 815-10-45 or subject to an enforceable
master netting arrangement or similar agreement.
5.83 In accordance with paragraphs 2–3 of FASB ASC 210-20-50, an entity should disclose information to enable users of its financial statements to
evaluate the effect or potential effect of netting arrangements on its financial
position for recognized assets and liabilities within the scope of FASB ASC
210-20-50-1. This includes the effect or potential effect of rights of setoff associated with an entity's recognized assets and recognized liabilities. To meet the
objective in FASB ASC 210-20-50-2, a plan should disclose at the end of the
reporting period the following quantitative information separately for assets
and liabilities that are within the scope of FASB 210-20-50-1:
a. The gross amounts of those recognized assets and those recognized
liabilities.
b. The amounts offset to determine the net amounts presented in the
statement of financial position.
c. The net amounts presented in the statement of financial position.
d. The amount subject to an enforceable master netting arrangement
or similar agreement not otherwise included in the disclosure required by item b including
i. the amounts related to recognized financial instruments
and other derivative instruments that either (1) management makes an accounting policy election not to offset, or
(2) do not meet some or all of the guidance in either FASB
ASC 210-20-45 or FASB ASC 815-10-45.
ii. the amount related to financial collateral (including cash
collateral).
e. The net amount after deducting the amount in item d from the
amounts in item c.
5.84 As stated in paragraphs 4–5 of FASB ASC 210-20-50, the information
required by the preceding paragraph should be presented in a tabular format,
separately for assets and liabilities, unless another format is more appropriate.
An entity should provide a description of the rights of setoff associated with an
entity's recognized assets and recognized liabilities subject to an enforceable
master netting arrangement or similar agreement disclosed in accordance with
FASB ASC 210-20-50-3(d), including the nature of those rights.
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5.85 See the implementation guidance and examples that address the
application of the disclosures for derivative instruments and other financial
instruments in paragraphs 1–22 of FASB ASC 210-20-55.

Master Trusts
5.86 Investments in a master trust should be presented in accordance with
"Pending Content" in paragraphs 6–7 of FASB ASC 962-325-50 and FASB ASC
962-325-50-8. In the notes4 to the financial statements, the investments of the
master trust measured using fair value should be presented by general type,
such as government securities, short-term securities, corporate bonds, common
stocks, mortgages, real estate, and self-directed brokerage accounts (that is, an
investment option that allows participants to select investments outside the
plan's core options) as of the date of each statement of net assets available for
benefits presented. For the presentation of fully benefit-responsive investment
contracts, which are measured at contract value, see FASB ASC 962-325-355A and FASB ASC 962-325-50-3. The total net change in the fair value of
investments of the master trust and total investment income of the master trust
by type, for example, interest, and dividends, also should be disclosed in the
notes for each period for which a statement of changes in net assets available for
benefits is presented. The notes to the financial statements should also include
a description of the basis used to allocate net assets, net investment income,
gains and losses to participating plans, and the plan's percentage interest in
the master trust as of the date of each statement of net assets available for
benefits presented. Also, see chapter 8 of this guide for further guidance on
accounting and reporting investments held in master trusts.
5.87 For master trusts, FinREC recommends that, because audited financial statements are not required for the master trusts, the notes to the financial
statements include the following disclosures:
a. A statement of net assets of the master trust.
b. A statement of changes in net assets of the master trust. To present
the plan's activity at the plan level and the master trust's activity at the master trust level, FinREC recommends that the plan's
activity, such as contributions (and related accruals) and benefit
payments be recorded at the plan level, not the master trust level.
Such activity should be recorded as a transfer in or out of the master
trust. Plan level expenses that are plan specific (such as actuary,
legal, and audit fees) and related accruals should be recorded at
the plan level. Master trust investment expense (such as trustee,
custodian, and investment management fees) and related accruals
should be recorded at the master trust level.
4
Q&A section 6931.11, "Fair Value Measurement Disclosures for Master Trusts" (AICPA, Technical Questions and Answers), provides guidance on the required fair value measurement disclosures
to be made when a plan holds investments in a master trust. This Q&A section assists with the
implementation of FASB ASC 820, Fair Value Measurement, for employee benefits plans that have
investments in a master trust. This guidance states that the disclosure requirements of FASB ASC
820 are required for individual investments under a master trust arrangement, and are not required
for plan's total interest in the master trust. According to FASB ASC 820, for assets that are measured
at fair value on a recurring basis in periods subsequent to initial recognition, the reporting entity
should disclose information that enables users of its financial statements to assess the valuation techniques and inputs used to develop those measurements, and for recurring fair value measurements
using significant unobservable inputs (level 3), the effect of the measurement on earnings (or changes
in net assets) for the period. In addition, consideration should be given to combining or reconciling,
or both, the master trust FASB ASC 820 disclosures with the master trust disclosures as required by
paragraphs 6–8 of FASB ASC 962-325-50.
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Note
Investing in a master trust does not eliminate the disclosure requirements
relating to the underlying investments in the master trust, as set forth in
this chapter.
5.88 To present the investment risk specific to each plan, FinREC recommends that disclosure of the plan's percentage interest in each investment
type be made for plans with a specific interest (not an undivided interest) in
master trust investments.

Financial Instruments
5.89 FASB ASC 825-10-50-10 requires reporting entities, except for those
covered by an exemption5 for which the disclosure is optional, to disclose (a)
either in the body of the financial statements or in the accompanying notes, the
fair value of financial instruments for which it is practicable to estimate fair
value;6 (b) the method(s) and significant assumptions used to estimate the fair
value of financial instruments consistent with the requirements of "Pending
Content" in item (bbb) in FASB ASC 820-10-50-27 except that a reporting
entity is not required to provide the quantitative disclosures about significant
unobservable inputs used in fair value measurements categorized within level
3 of the fair value hierarchy required by that paragraph; (c) a description of
the changes in the method(s) and significant assumptions used to estimate
the fair value of financial instruments, if any during the period; and (d) the
level of the fair value hierarchy within which the fair value measurements
are categorized in their entirety (level 1, 2, or 3). For financial instruments
recognized at fair value in the statement of financial position, the disclosure
requirements of FASB ASC 820 also apply. Generally, financial instruments
of a DC plan are included in the scope of FASB ASC 825 and are subject
to the disclosure requirements in FASB ASC 825-10-50. However, "Pending
Content" in FASB ASC 825-10-50-8 states that the disclosures about fair value
prescribed in paragraphs 10–16 of FASB ASC 825-10-50 are not required for
fully benefit-responsive investment contracts held by an employee benefit plan.
In addition, the disclosure requirements of FASB ASC 820 may also apply.
5
According to "Pending Content" in FASB ASC 825-10-50-3, for annual reporting periods the
disclosure guidance related to fair value of financial instruments in paragraphs 10–19 of FASB ASC
825-10-50 applies to all entities but is optional for a plan that meets all of the following criteria:

a.
b.
c.

The plan is a nonpublic entity.
The plan's total assets are less than $100 million on the date of the financial statements.
The plan has no instrument that, in whole or in part, is accounted for as a derivative
instrument under FASB ASC 815, Derivatives and Hedging, other than commitments
related to the origination of mortgage loans to be held for sale during the reporting
period. For purposes of this disclosure guidance, a receive-variable, pay-fixed interest
rate swap for which the simplified hedge accounting approach (see FASB ASC 815-20)
is applied should not be considered an instrument that is accounted for as a derivative
instrument under FASB ASC 815.

6
In accordance with FASB ASC 825-10-50-11, fair value disclosed in the notes should be presented together with the related carrying amount in a form that makes it clear whether the fair value
and carrying amount represent assets or liabilities and how the carrying amounts relate to what is
reported in the statement of net assets available for benefits.
7
"Pending Content" in item (bbb) in FASB ASC 820-10-50-2 contains required disclosures for
fair value measurements categorized within level 2 and level 3 of the fair value hierarchy. See the
specific FASB ASC section for further details.
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Note
According to FASB ASC 962-310-50-1, the fair value disclosures prescribed
in paragraphs 10–16 of FASB ASC 825-10-50 are not required for participant
loans. See paragraphs 5.49–.51 for a discussion of the financial accounting
for participant loans.
5.90 FASB ASC 825-10-50-20 requires disclosure of all significant concentrations of credit risk arising from all financial instruments. In accordance
with FASB ASC 825-10-50-21, the following information should be disclosed
about each significant concentration:

r
r

r
r

Information about the (shared) activity, region, or economic characteristic that identifies the concentration
The maximum amount of loss due to credit risk that, based on
the gross fair value of the financial instrument, the entity would
incur if parties to the financial instruments that make up the
concentration failed completely to perform according to the terms
of the contracts and the collateral or other security, if any, for the
amount due proved to be of no value to the entity
The entity's policy of requiring collateral or other security to
support financial instruments subject to credit risk, information
about the entity's access to that collateral or other security, and
the nature and a brief description of the collateral or other security
supporting those financial instruments
The entity's policy of entering into master netting arrangements
to mitigate the credit risk of financial instruments, information
about the arrangements for which the entity is a party, and a
brief description of the terms of those arrangements, including the
extent to which they would reduce the entity's maximum amount
of loss due to credit risk

Risks and Uncertainties
Note
The conclusions reached in paragraph BC22 of Part II of FASB ASU No. 201512 discusses that although the disclosure requirement for investments that
represent 5 percent or more of net assets available for benefits is eliminated
plans are still required to comply with the disclosure requirements in FASB
ASC 275 and FASB ASC 825 relating to concentration of credit risk.
5.91 "Pending Content" in FASB ASC 275-10-50-1 requires plans to include in their financial statements disclosures about the (a) nature of their
operations and (b) use of estimates in the preparation of financial statements.
In addition, if specific criteria are met, FASB ASC 275 requires plans to include
in their financial statements disclosures about (a) certain significant estimates
and (b) current vulnerability due to certain concentrations.
5.92 In accordance with FASB ASC 275-10-50-8, certain significant estimates should be made when known information available before the financial
statements are issued or are available to be issued (as discussed in FASB ASC
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855-10-25) indicates that both (a) it is at least reasonably possible that the
estimate of the effect on the financial statements of a condition, situation, or
set of circumstances that existed at the date of the financial statements will
change in the near term due to one or more future confirming events, and (b)
the effect of the change would be material to the financial statements.
5.93 FASB ASC 275-10-50-16 states that vulnerability from concentrations arises because a plan is exposed to risk of loss greater than it would have
had it mitigated its risk through diversification. Many plan's participants may
be concentrated in a specific industry that carries with it certain risks. Plans
may also hold investments and other assets (other than financial instruments
for which concentrations are covered by FASB ASC 825 rather than FASB ASC
275) that are concentrated in a single industry or in a single geographic area.
FASB ASC 275-10-50-16 also states that the financial statements should disclose the concentrations if, based on information known to management before
the financial statements are issued or are available to be issued (as discussed
in FASB ASC 855-10-25), all of the following criteria are met:
a. The concentration exists at the date of the financial statements.
b. The concentration makes the plan vulnerable to the risk of a nearterm severe impact.
c. It is at least reasonably possible that the events that could cause
the severe impact will occur in the near term.
5.94 Because the disclosure requirements of FASB ASC 275 in many
circumstances are similar to or overlap the disclosure requirements in certain
FASB ASC topics (for example, FASB ASC 450), in accordance with "Pending
Content" in FASB ASC 275-10-50-1, the disclosures required by FASB ASC
275 may be combined in various ways, grouped together, or placed in diverse
parts of the financial statements or included as part of the disclosures made
pursuant to the requirements of other FASB ASC topics.

403(b) Plans or Arrangements
5.95 These are retirement savings arrangements sponsored by certain
nonprofit organizations (such as hospitals and private colleges) and public
schools. They are defined contribution plans with individual salary deferral
limits that are similar, but not identical to, 401(k) plans. Contributions typically include employee salary deferrals. Nonprofit organizations often establish
a 401(a) plan that funds employer-matching contributions to a 403(b) plan. Auditors should obtain an understanding of the deferrals made under the 403(b)
plan in order to determine if the employer match under the 401(a) plan is
properly determined.
5.96 Investments held in these arrangements are typically restricted by
law to annuity contracts or custodial accounts holding units of participation of
regulated investment companies (for example, mutual funds).
5.97 Beginning with the 2009 Form 5500 filings, 403(b) plans became
subject to the same Form 5500 reporting and audit requirements that currently
exist for 401(k) plans. These requirements eliminate a previous exemption
granted to 403(b) plans from the annual Form 5500 reporting, disclosure, and
audit requirements of ERISA. For large 403(b) plans, as defined by ERISA, the
2009 reporting requirements include not only the completion of the entire Form
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5500 but also the engagement of an independent qualified public accountant to
conduct an independent audit of the plan.
5.98 Although 403(b) plans are similar to 401(k) plans, there are some
distinct differences such as, universal availability, no trust requirement, longservice additional catch up contributions, allowable contributions for terminated employees in years following termination, no average deferral percentage
test, distribution options, and no IRS determination.

Plan Mergers, Spin-Offs, and Other Transfers of Assets
(Auditing Ref: par. 5.268–.271)
5.99 Transfers of assets from another plan may occur due to plan mergers, spin-offs, or other transfers of participant accounts into the plan and are
commonly referred to as conversions. The plan that receives the assets may
be assuming the participants' accumulated benefits and take on the responsibility to ultimately pay the participant's benefits when due (see paragraphs
2.133–.141 of this guide for considerations when auditing opening balances).
In fulfilling their administrative and fiduciary duties, the plan sponsor performs due diligence procedures prior to permitting the transfer of such assets
and obligations. The receiving plan sponsor's due diligence considerations may
include

r
r
r

determining if the prior plan had been audited and timely filed
Form 5500.
assessing the effectiveness of the prior plan's internal control.
identifying potential or known deficiencies, or compliance matters, in the prior plan.
Note

If the transfer of assets into the plan from another plan is a rollover contribution then the guidance in paragraphs 5.57–.58 apply.

Plan Mergers
5.100 Company mergers and acquisitions, or other events, may result
in employee benefit plan mergers. The effective date of a merger, according
to the relevant plan merger documents, often is prior to the actual transfer
date of the related plan assets. Plan amendments and merger documentation
should be reviewed to determine the effective date of the transaction and the
appropriate period to record the transfer of the applicable plans' net assets to
the successor plan. FinREC recommends that the net assets transferred into or
out of the plan be recorded on the statement of changes in net assets available
for benefits, after the net increase or decrease for the period.

Plan Spin-offs
5.101 When a plan sponsor sells or sets up a new corporation (spin-off) for
a certain division of employees, the accounts associated with those participants
might be transferred to a new plan or a plan of an acquiring company.
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Plan Transfers
5.102 Transfers between plans sponsored by the same entity can occur for
various reasons, such as when ESOP participants who have participated in the
plan for ten years and have reached age 55 have the right during the subsequent
five years to diversify up to a total of 25 percent of company stock allocated to
their accounts, or when a participant changes employment status (for example,
changing from hourly to salaried, or changing operating companies) and the
plan document permits their accrued benefit to transfer to the plan where their
continuing benefits are covered. Typically plan transfers are not a result of a
distributable event.

Terminating Plans (Full and Partial) (Auditing
Ref: par. 5.272–.274)
5.103 FASB ASC 962-40 provides guidance for terminating plans that are
defined contribution plans. A terminating plan includes any plan about which
a termination decision has been made regardless of whether the terminating
plan will be replaced.
5.104 Upon full or partial termination of a plan, affected participants
become fully vested in their account at the termination date. Based on IRS
rules, a partial termination can occur if approximately 20 percent or more of
plan participants are terminated by the plan sponsor as a result of an action,
such as a plant closure, a decision to downsize, or the termination of a product
line. The reduction can accumulate over 1 or more plan years and still be
classified as a partial termination. Consultation with the IRS or qualified legal
counsel may be necessary.
5.105 In accordance with FASB ASC 962-40-50-1, when the decision has
been made to terminate a plan, or when a wasting trust exists (that is, a plan
under which participants no longer accrue benefits but that will remain in
existence as long as necessary to pay already accrued benefits), the relevant
circumstances should be disclosed in all subsequent financial statements issued
by the plan.
Note
The decision to terminate a plan may be made in various ways. Sometimes
those charged with governance will pass a resolution or amend the plan
document to provide documentation to help determine when the decision to
terminate the plan was made.
5.106 In accordance with paragraphs 1–2 of FASB ASC 962-40-25, if the
liquidation of a plan is deemed to be imminent (as defined in FASB ASC 205-3025-2) before the end of the plan year, the plan's year-end financial statements
should be prepared using the liquidation basis of accounting in accordance
with FASB ASC 205-30. Plan financial statements for periods ending after the
determination that liquidation is imminent are prepared using the liquidation
basis of accounting.
5.107 Determining whether liquidation is imminent is a matter of judgment, based on facts and circumstances. In accordance with FASB ASC 20530-25-2, liquidation is imminent when either of the following occurs:
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a. A plan for liquidation has been approved by the persons with authority to make such a plan effective, and the likelihood is remote
that any of the following will occur:
i. Execution of the plan will be blocked by other parties.
ii. The entity will return from liquidation
b. A plan for liquidation is imposed by other forces (for example, involuntary bankruptcy), and the likelihood is remote that the entity
will return from liquidation.
5.108 For a single-employer DC plan, this means that the likelihood would
need to be remote that other parties, such as the IRS, would block the liquidation. Such evaluation often depends on whether the termination is a standard
termination, or a distressed or involuntary termination. The approval for the
termination of a DB plan is different and often more complex than that of a DC
plan. For all types of plans, consultation with legal counsel, plan actuaries (if
applicable), and service organizations (for example, trustees or record keepers)
may be necessary in order to make a judgment about whether the likelihood is
remote that other parties would block the termination of a plan. This evaluation
may change over time, depending upon the stage of the termination process.
5.109 FASB ASC 205-30 requires financial statements prepared using
the liquidation basis of accounting to present relevant information about an
entity's expected resources in liquidation by measuring and presenting assets
at the amount of the expected cash proceeds from liquidation. The entity should
include in its presentation of assets any items it had not previously recognized
under U.S. GAAP, but that it expects to either sell in liquidation or use in
settling liabilities.
5.110 In accordance with FASB ASC 205-30, the entity should recognize
and measure its liabilities in accordance with GAAP that otherwise applies to
those liabilities. The entity should not anticipate that it will be legally released
from being the primary obligor under those liabilities, either judicially or by
creditor(s). The entity also is required to accrue and separately present the
costs that it expects to incur and the income that it expects to earn during
the expected duration of the liquidation, including any costs associated with
sale or settlement of those assets and liabilities. Additionally, FASB ASC 20530-25 requires disclosure about an entity's plan for liquidation, the methods
and significant assumptions used to measure assets and liabilities, the type
and amount of costs and income accrued, and the expected duration of the
liquidation process.
Note
FASB ASC 205-30 is effective for entities that determine liquidation is imminent during annual reporting periods beginning on or after December 15,
2013, and interim reporting periods therein. Entities should apply the requirements prospectively from the day that liquidation becomes imminent.
Early adoption is permitted. However, plans that are already using the liquidation basis of accounting as of the effective date are not required to apply the
guidance in FASB ASC 205-30. Instead, those plans should continue to apply
the guidance in FASB ASC 962-40-25 until they have completed liquidation.
The AICPA Employee Benefit Plans Expert Panel developed Technical Questions and Answers (Q&A) sections 6931.18–.30 of section 6000, Specialized
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Industry Problems (AICPA, Technical Questions and Answers), to provide
nonauthoritative guidance when applying FASB ASC 205-30 to the accounting for primarily single employer DB and DC plans. Although the information contained in these Q&As may be specific to a single-employer DB or DC
plan, the information may be relevant when considering the termination of
all types of plans including single employer health and welfare plans and
multiemployer plans.
These Q&As discuss the different types of plan terminations and the related
processes which may be helpful when determining whether liquidation is
imminent, and address numerous issues, such as whether the liquidation
basis of accounting applies to partial plan terminations or plan mergers,
the presentation of fully benefit-responsive investment contracts, and the
presentation of comparative financial statements.
See Q&A section 6931, Financial Statement Reporting and Disclosure—
Employee Benefit Plans (AICPA, Technical Questions and Answers). Readers
are encouraged to read these Q&As as a collective set of guidance.

Going Concern (Auditing Ref: par. 2.129–.132)
5.111 In August 2014, FASB issued ASU No. 2014-15, Presentation of
Financial Statements—Going Concern (Subtopic 205-40): Disclosure of Uncertainties about an Entity's Ability to Continue as a Going Concern. This requires
management to evaluate whether there are conditions or events, considered in
the aggregate, that raise substantial doubt about an entity's ability to continue
as a going concern within one year after the date that the financial statements
are issued or available to be issued, and to provide for related disclosures in the
notes to the financial statements. The amendments to this ASU are effective
for the annual period ending after December 15, 2016 and for annual and interim periods thereafter. Early application is permitted. This guidance applies
to all entities. If early adopting, see the guidance in section H.01 in appendix
H, "Guidance Updates," of this guide.
Note
In January 2015, the AICPA Auditing Standards Board issued four auditing
interpretations to address some of the effects of the accounting standards on
going concern. If FASB ASU No. 2014-15 is early adopted, these auditing interpretations to AU-C section 570, The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern (AICPA, Professional Standards),
address the following topics:

r
r
r
r

The definition of "substantial doubt" about an entity's ability to continue as a going concern
The definition of "reasonable period of time"
Interim financial information
Consideration of financial statement effects

See Interpretation Nos. 1–4 in AU-C section 9570 and aicpa.org to view these
interpretations.
(www.aicpa.org/Research/Standards/AuditAttest/Pages/
RecentAAInterpretations.aspx.)

©2016, AICPA

AAG-EBP 5.111

144

Employee Benefit Plans

Changes in Service Providers (Auditing
Ref: par. 5.275–.277)
5.112 Changes in service providers (recordkeeepers, trustees, custodians, and auditors) are fairly common for DC plans. The Form 5500 requires
disclosure for any change in independent auditors on Schedule C, Part III—
Termination Information on Accountants and Enrolled Actuaries.
[5.113–.199] [Reserved]

Auditing Considerations for DC Plans
5.200 This section of the chapter discusses determining the audit strategy
and describes relevant assertions when auditing a DC plan.8 It includes examples of the more common identified risks of what can go wrong at the relevant
assertion level and example audit procedures. This section does not include
all risks and procedures that could apply or be relevant to such audits when
performing the audit in accordance with generally accepted auditing standards
(GAAS); however, it does focus on specific considerations for DC plan audits.
The example audit procedures are not considered required procedures nor are
they considered to be all-inclusive.
Note: ESOPs
For considerations specific to ESOPs, see the ESOP guidance in chapter 5B.
5.201 Paragraph .04 of AU-C section 500, Audit Evidence (AICPA, Professional Standards), states that the objective of the auditor is to design and
perform audit procedures that enable the auditor to obtain sufficient appropriate audit evidence to be able to draw reasonable conclusions on which to
base the auditor's opinion. In accordance with paragraphs .06–.07 of AU-C section 500, when designing and performing audit procedures, the auditor should
consider the relevance and reliability of the information to be used as audit
evidence and that the procedures are appropriate for each audit.
5.202 Paragraph .30 of AU-C section 330, Performing Audit Procedures
in Response to Assessed Risks and Evaluating the Audit Evidence Obtained
(AICPA, Professional Standards), states that the auditor should include in the
audit documentation the (a) overall responses to address the assessed risks of
material misstatement at the financial statement level and the nature, timing,
and extent of the further audit procedures performed; (b) linkage of those procedures with the assessed risks at the relevant assertion level; and (c) results
of the audit procedures, including the conclusions when such conclusions are
not otherwise clear.
5.203 With respect to certain risks, the auditor may determine that it
is not possible or practicable to obtain sufficient appropriate audit evidence
only from substantive procedures without also considering the effectiveness
of controls. Such risks may relate to the inaccurate or incomplete recording of routine and material classes of transactions or account balances, the
8

See chapter 7 of this guide for defined contribution health and welfare plan guidance.
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characteristics of which often permit highly automated processing with little or no manual intervention. The plan's controls over such risks are likely
relevant to the audit.

Determining Audit Strategy
5.204 Determining the audit strategy requires the auditor to understand
what activities are performed by the various parties discussed in paragraph
5.06. Example activities include investing and holding plan assets, processing
of contributions, notes receivable from participants, benefit payments and expenses, execution of transactions, and maintaining records. It is important for
the auditor to understand the key elements of the plan document related to eligibility, contributions, vesting, participant allocations, distribution of benefits,
and other distributions and plan expenses.
5.205 Once the auditor understands who is responsible for which activities, an understanding of the controls relevant to the audit and risks surrounding those activities is necessary to determine the nature, timing, and extent
of substantive testing. (See chapter 4, "Internal Control," of this guide.) When
activities are performed by the plan sponsor, controls may be in place that can
be tested at the plan sponsor to help reduce the extent of substantive testing.
Often, the controls in place at the plan sponsor specific to the DC plan are minimal and cannot be tested to the level of precision to warrant reliance, thus,
requiring that a substantive approach be taken for testing those activities. See
paragraph 2.48 of this guide for a discussion of the coordination of plan sponsor
and plan audits as it relates to payroll and participant data.
5.206 For certain plans, the controls at the plan sponsor (for example,
payroll activities as discussed in paragraphs 2.48–.53 of this guide) may be
more rigorous, making a controls-based approach more efficient, resulting in a
lower level of assurance needed from substantive testing. For those activities
performed by a service organization, such as the trustee or other asset custodian, often, a type 2 SOC 1 report is available that includes a description of
the controls and relevant testing. If the plan sponsor has the appropriate user
controls in place, the auditor may use the type 2 SOC 1 report to reduce, but
not eliminate, the amount of substantive testing in those areas. However, such
reports cover different activities, and it is important for the auditor to read and
evaluate such reports. See paragraphs 4.24–.28 of this guide for an in-depth
discussion on the use of type 2 SOC 1 reports in an employee benefit plan audit.
5.207 When controls are not identified, not suitably designed and implemented, or not tested at the plan sponsor, a typical audit strategy for a DC plan
may include more extensive substantive testing for those activities performed
by the plan sponsor.

Participant Accounts and Allocations (Accounting
Ref: par. 5.14–.15)
Relevant Assertions
5.208 The relevant assertions related to participant accounts and allocations include
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a. the accuracy of the allocation of net assets to the individual participant accounts in accordance with the plan document.9
b. the completeness and valuation of participant accounts (including
the forfeiture account), in total.
c. the authorization of participant transactions and the accuracy that
such transactions have been executed at the proper amount, in the
proper period, and in accordance with the plan document and participant's direction. Such transactions include both participant directed and self-directed accounts (See paragraph 5.28 for additional
information on self-directed brokerage accounts).

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Levels
5.209 The following are examples of identified risks of what can go wrong
at the relevant assertion level for participant accounts and allocations:
a. Participant investment options or salary deferral amounts may
not be in accordance with their stated elections, causing the participant's account to be overstated or understated.
b. Allocations of income or expenses may be inaccurate, causing the
participant's account to be overstated or understated.
c. Lack of reconciliations or improperly prepared reconciliations by
management could result in missing contributions or improper allocations.
d. For self-directed brokerage accounts, a lack of reconciliations between the trustee, the record-keeper and the brokerage firm could
result in incomplete or inaccurate reporting.
e. For self-directed brokerage accounts, fees being charged for recordkeeping are not applied correctly.

Example Audit Procedures to Consider
5.210 As part of the auditor's risk assessment, the auditor should obtain an understanding of the nature of the plan. For participant accounts
and allocations, this may be achieved by reviewing pertinent sections of the
plan instrument or collective bargaining agreement and discussion with the
plan management. The following are examples of substantive audit procedures
relating to individual participant accounts and allocations at the individual
account level (in addition to the plan level):
a. Testing the allocation of income or loss (interest income, dividend
income, and appreciation or depreciation in the fair value of investments); administrative expenses; and amounts forfeited for a
sample of participants. The testing of internal controls over these
areas may be addressed in the type 2 SOC 1 report of the recordkeeper. To reduce the amount of substantive testing, the auditor
may consider using a type 2 SOC 1 report, if available (provided the
type 2 SOC 1 report covers the relevant processes and controls), as
follows:

9
The effects of misallocation of assets should be considered in relation to the financial statements
as a whole rather than in relation to individual accounts.
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i. Testing the allocation of investment income can be challenging. Because most participant-directed plans are valued on a daily basis, and systems are fully automated,
the need to test the daily change in the value of investments may not be necessary when controls are sufficiently
tested and documented in a type 2 SOC 1 report of the
recordkeeper. When an adequate type 2 SOC 1 report is
available, participant statements can be reviewed analytically (scanning analytic) to determine that a reasonable
allocation of the daily change in the value of investments
was made. If such evidence is not available, then the auditor may need to perform substantive tests of the allocation
to individual participant accounts. Because dividend and
interest income is not allocated on a daily basis, such allocations may need to be tested.
ii. Procedures could include testing the allocation of plan
investment earnings to selected participant accounts in
comparison with the return at the plan level for the same
investment type.
b. Based on the assessed level of control risk for completeness and
accuracy relating to the transactions processed by the recordkeeper
and what is covered by the type 2 SOC 1 report, the auditor may
consider selecting some participant accounts to test the validity
and proper documentation of transactions (for example, name and
address changes, unit transfers to and from individual participant
accounts, and transactions that are not routine).
c. Testing the allocation of the employer's contribution and transfers
by participants between investment options.
d. For plans with participant contributions, determining whether individual contributions are being credited to the proper participant
accounts and investment choices selected by the participant, if applicable.
e. Comparing the initiated trade to the detailed recordkeeping activity. When participants make contribution or investment elections
by telephone or electronic means (such as the Internet or intranet),
consider confirming contribution deferral percentages and source
(pretax or posttax) and investment elections directly with the participant or, if applicable, compare with a transaction report that
has been tested and documented in a type 2 SOC 1 report. Determining that contributions are properly classified and invested
according to the participant's investment election. (The testing of
internal controls over this area may be addressed in the type 2 SOC
1 report of the recordkeeper for the plan's contributions.)
Note
When confirming directly with plan participants, it is helpful to attach a copy
of the participant's account statement and have them confirm their investment elections and salary deferral percentage. Such confirmations should be
sent early during the audit to provide time for adequate follow-up, such as
second or third confirmations.
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f. Determining whether the sum of individual participant accounts,
including forfeiture balances, reconciles with the total net assets
available for benefits held in the trust.
Note
Reconciliations between participant balances and net assets should be performed by the plan sponsor or service orgnaization on a periodic basis. If
such reconciliations are not being performed on a periodic basis, this may be
deemed a deficiency in internal control. When auditors find that such reconciliations are not being performed or that the balances do not agree (even by
an immaterial amount), there may be improper postings to individual participant accounts that, in the aggregate, could result in a misstatement of the
financial statements.
g. Inquiring of plan management about the complaint process and, if
applicable, reviewing complaint information provided by the service providers.
h. For self-directed brokerage accounts (also see procedures in paragraph 5.222):
i. Inspecting the enrollment form maintained by the plan
sponsor, recordkeeper, or brokerage firm and determining
that the participant has authorized contributions to the
self-directed brokerage account.
ii. Agreeing the participant's balance in their brokerage account to the balance in their recordkeeping account for the
portion of their account balance that the plan recordkeeper
indicates is held in the self-directed brokerage account.
iii. Determining that the investments in the participant's selfdirected brokerage account are based on the participant's
election, including that purchases and sales were authorized by the participant.
iv. Determining that the allocation of investment income and
expenses or fees has been appropriately recorded.

Cash Balances (Accounting Ref: par. 5.16–.19)
Relevant Assertions
5.211 The relevant assertions for cash balances include the following:
a. All cash balances are recorded and exist.
b. The cash balances are owned by the plan and free of any restrictions.
c. The cash balances are properly presented and disclosed in the financial statements (for example, presented as an investment or
noninterest bearing cash).

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.212 Certain cash accounts, such as cash clearing accounts, suspense
accounts, or cash disbursement accounts, may be omitted from the financial
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statements because these accounts may or may not be included in the trust
statements. When cash balances are included, cash transactions or balances in
bank statements may not reconcile to the plan's financial statements, or ending
cash balances from the prior year may not agree to beginning cash balances in
the current year.
5.213 Plans may have significant amounts of cash held by the trustee or
custodian outside of the plan due to uncashed checks. This cash may not be
properly accounted for in the plan's financial statements.

Example Audit Procedures to Consider
5.214 Cash balances represent cash on hand, in transit, or held by third
parties. For material cash balances held by the plan, substantive audit procedures, such as those customarily performed in audits of other entities, are
normally appropriate.
5.215 Inquire of plan management about any omitted balances that may
be held by the plan sponsor, trustee, or custodian.
Note: Limited-Scope Audits
For limited-scope audits, cash balances are generally certified by a qualified
institution. If cash is not certified, then full-scope audit procedures may apply,
such as confirmation, reconciliation, and cut-off procedures.

Investments and Related Income (Accounting Ref: par. 5.20–.48)
Relevant Assertions
5.216 The relevant assertions for investments and investment income
include existence, completeness, rights and obligations, and valuation and allocation. Detailed descriptions of these assertions can be found in chapter 8 of
this guide.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.217 Examples of identified risks of what can go wrong at the relevant
assertion level relating to investments and investment income can be found in
chapter 8 of this guide. The following are examples of identified risks of what
can go wrong at the relevant assertion level relating to unique investments in
DC plans:
a. Investments are not properly recorded at fair value as of the reporting date due to the use of inappropriate valuation methodologies,
mathematical errors in the application of the methodology, or inaccurate inputs.
b. Fully benefit-responsive investment contracts are not properly
recorded at contract value as of the reporting date.

Example Full-Scope Audit Procedures to Consider
5.218 General audit procedures for investments when performing a fullscope audit can be found in chapter 8 of this guide. See paragraphs 8.166–
.173 of this guide for limited-scope audit procedures. The following paragraphs
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contain example substantive audit procedures for auditing investments that
are unique to DC plans.

Participant-Directed Investment Procedures
5.219 For participant-directed investments, the recordkeeper is generally responsible for accumulating the total daily purchases and sales for each
investment option, as directed by participants, and communicating that information to the entity responsible for executing the purchase and sales transactions. In addition to the auditing procedures listed in chapter 8 for these types
of investments, examples of substantive procedures the auditor may apply to
participant-directed investments include testing the participant authorization
of purchases and sales (which may be coordinated with the testing of other
audit areas, such as contributions and benefit payments), which may include
confirmation of transactions with individual participants.
Note
Confirmation of individual participant-directed investment balances can be
accomplished by selecting a sample of participants and sending them a copy
of their annual participant account summary for verification.

5.220 Difficulties are often encountered in auditing participant-directed
investments with daily valuations, participant-directed automated transactions (for example, voice-activated telephone systems), and other paperless
transactions. In such circumstances, the plan is often unable to maintain independent records of such transactions, necessitating that the auditor obtain
an understanding of internal control of the service organization in order to
plan and perform the audit. This understanding can be efficiently achieved by
obtaining and evaluating a type 2 SOC 1 report on the relevant controls of the
service organization (typically, the recordkeeper). See chapter 4 of this guide
for further discussion about using SOC 1 reports.

Self-Directed Brokerage Accounts (Accounting Ref: par. 5.28–.31)
5.221 Auditors should obtain an understanding of the nature of the types
of investments that the plan has or will invest in. For self-directed accounts, this
understanding includes the individual investments that comprise the account
to determine appropriate audit procedures. It is important for plan administrators and service providers, such as recordkeepers, to maintain appropriate
records over self-directed accounts for audit and financial reporting purposes.
Often, when a SOC 1 report is available for the trustee, it may not cover controls over authorization and execution of trades for self-directed investments
because these processes may be handled outside of the trust in a self-directed
brokerage account. There is usually a "bridge" consisting of adjusting entries
between the brokerage accounting to record the ending balances, but not the
individual transactions, in the trust statement.
5.222 The following are examples of substantive audit procedures for
auditing investments in self-directed brokerage accounts, in addition to those
included in chapter 8 of this guide.
a. Obtaining a list of all investments to evaluate the fair value hierarchy disclosures.
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b. Other audit procedures similar to those for participant-directed
amounts, as described in paragraphs 5.219–.220.
Note: Limited-Scope Audit
When performing a limited-scope audit, it is important for the auditor to
review the certification to determine whether it covers the self-directed investments. Such investments are often held by a broker-dealer and may not be
covered by the qualifying institution's certification. In such cases, full-scope
audit procedures may need to be performed.

Separately Managed Accounts (Accounting Ref: par. 5.32)
5.223 Because the investments held in separately managed accounts are
owned by the plan, the auditor may need to confirm the underlying assets with
the trustee or custodian and perform appropriate testing over the valuation
of such assets. See chapter 8 of this guide for further discussion of separately
managed accounts.

Unitized Accounts (Accounting Ref: par. 5.33–.35)
5.224 For information on auditing unitized accounts, refer to chapter 8 of
this guide.

Omnibus Accounts (Accounting Ref: par. 5.36)
5.225 Examples of substantive procedures for auditing investments in
omnibus accounts include
a. confirming with the transfer agent at period-end the overall balances of each investment fund holding at the omnibus level.
b. obtaining a reconciliation of the aggregated balances of all participating plans for each investment fund held by the plan to the
transfer agent's omnibus account (test reconciling items, as applicable) for the period-end.
c. agreeing the plan's balances for each investment fund per recordkeeping system to the amounts included in the period-end listing
of participating plans.
d. testing fair value by comparing the net asset value of each investment fund holding at the omnibus level with market quotations or
audited financial statements.
e. performing analytical procedures on changes in fair value of the
plan's investment in the omnibus account to the overall investment
fund's changes in fair value by reference to financial statements or
published sources of information.
f. obtaining a type 2 SOC 1 report for the recordkeeper or transfer
agent. Review the report for pertinent data relating to omnibus accounts and reconciliation procedures. If no type 2 SOC 1 report is
available, it may be appropriate to confirm omnibus-level transactions directly with each participating plan, trace transactions from
the recordkeeper or transfer agent records to the omnibus account
investment fund statements, or perform other tests of transactions
at the omnibus account level.
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Note
If information needed to audit the omnibus accounts is not available, then
there may be a limitation on the scope of the audit. Restrictions on the scope
of the audit, whether imposed by the client or other circumstances, such as
the inability to obtain sufficient appropriate audit evidence, may require the
auditor to conclude that a modification to the auditor's opinion on the financial
statements is necessary, in accordance with AU-C section 705.

Investment Contracts—Fully Benefit-Responsive Investment Contracts
and Synthetic Guaranteed Investment Contracts (Accounting Ref:
par. 5.37–.47)
5.226 See paragraphs 8.141–.145 of this guide for auditing guidance on
investment contracts with insurance companies. In addition, paragraph .19 of
AU-C section 540, Auditing Accounting Estimates, Including Fair Value Accounting Estimates, and Related Disclosures (AICPA, Professional Standards),
states that the auditor should obtain sufficient appropriate audit evidence
about whether the disclosures in the financial statements related to accounting
estimates are in accordance with the requirements of the applicable financial
reporting framework.

Note: Applicable Financial Reporting Framework
See paragraphs 2.03–.04 of this guide for a discussion on applicable financial
reporting frameworks for employee benefit plans.
5.227 The following are examples of substantive audit procedures for fully
benefit-responsive investment contracts:
a. Reading the contract between the issuer and plan to verify management's determination that the contract is fully benefit-responsive
and evaluating whether the financial statement disclosures are
consistent with the terms of the contract. Refer to paragraphs 5.39–
.45.
b. Gaining an understanding of the terms of the contract, including
whether the contract is evergreen or has a maturity date, how often
interest crediting rates are reset, whether there are any market
value or penalties for early termination, and whether there are
any restrictions for the use of the assets.
c. Determining that the contract issuer is a financially responsible
party that should be able to satisfy the terms of the contract. To
accomplish this, the auditor may
i. inquire of plan management how and why the contract
issuer was selected.
ii. examine financial statements of the contract issuer to assess its solvency and financial stability.
iii. if a contract issuer is an insurance company, obtain and
read the most recent credit rating report from a credit
rating agency for the insurance company. (A credit rating
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for an issuer takes into consideration the issuer's creditworthiness and affects the interest rate applied to the
particular security being issued.)
d. Confirming the contract directly with the issuer. The confirmation
may include the following information:
i. Contract value as of the measurement date.
ii. Terms of the contract and the maturity date.
iii. Information required for disclosure in the financial statements. Refer to "Pending Content" in FASB ASC 962-32550-3.
iv. For synthetic investment contracts, a listing of the underlying investments and wrapper contracts and a description
of the methods used to value those investments supporting Form 5500, Schedule H, line 4i—Schedule of Assets
(Held at End of Year).
Note
Because the assets underlying a synthetic GIC are owned by the plan, those
assets and the wrapper should be separately valued and disclosed, in the
Form 5500 Schedule H, line 4i—Schedule of Assets (Held at End of Year). See
AU-C section 725, Supplementary Information in Relation to the Financial
Statements as a Whole (AICPA, Professional Standards), for the auditor's
responsibility when engaged to report on whether the information in the
ERISA supplemental schedules is fairly stated, in all material respects, in
relation to the financial statements as a whole.
e. Obtaining and testing the reconciliation of the contract value, including testing the ending balance to the record keeping report, and
the trustee and custodian statement and reviewing, and testing
the current period activity. The current period activity generally
includes the following:
i. Contributions or premium payments made to the contract
or account during the year
ii. Distributions made from the contract or account during
the year
iii. Earnings, which often include interest income
iv. Expenses paid from the contract or account during the
year
v. Refunds, credits, and other changes in value
vi. Transfers to or from the contract or account resulting from
participant-directed investment changes

Master Trusts (Accounting Ref: par. 5.48)
5.228 Audit procedures related to master trusts can be found in chapter
8 of this guide.
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Notes Receivable From Participants (Participant Loans)
(Accounting Ref: par. 5.49–.51)
Relevant Assertions
5.229 The relevant assertions for notes receivable from participants
(loans) include the following:
a. All notes receivable from participants are properly recorded and
exist.
b. Notes receivable from participants are properly valued and disclosed in accordance with the applicable financial reporting framework.
c. Notes receivable from participants are initiated in accordance with
the plan's provisions.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.230 Examples of identified risks of what can go wrong at the relevant
assertion level relating to notes receivable from participants include the following:
a. Loans are not initiated in accordance with the plan's provisions
and, therefore, are not recorded properly.
b. Loan details (such as amount, repayment period, interest rate, and
residential or nonresidential loan) are incorrectly entered into the
recordkeeper system.
c. Loan repayments are not properly calculated or properly withheld
from payroll on a timely basis.
d. Loans are not reconciled between the recordkeeper and trustee on
a timely basis.
e. Loan repayments are not recorded in the correct individual participant's account.
f. Delinquent loans or loans in default are not identified on a timely
basis and are not accounted for in accordance with GAAP.
g. In a plan merger, loans are not properly transferred to the new
plan from the existing plan.

Example Audit Procedures to Consider
5.231 Examples of substantive procedures to be considered for auditing
notes receivable from participants include
a. examining documentation supporting the issuance of the participant loan in accordance with the plan's provisions.
b. confirming participant loan balances and terms directly with plan
participants.
c. testing that loan repayments and interest income are properly calculated and recorded.
d. obtaining a rollforward of participant loans from the recordkeeper.
Testing the reconciliation of loan activity from the rollforward to
the trustee (custodian) statement, including new loan disbursements, loan principal repayments, and ending balance.
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e. for individuals who qualify for a loan from the plan, determining
that the loan is made in accordance with the plan's loan policy and
has been properly segregated in the individual's account.
Note
Generally, a sample of participant loans is selected from a listing of all participant loans issued during the current year to determine if the new loans
were made in accordance with the plan's provisions. Participant loans issued
in prior periods are reviewed to determine if payments are current and that
interest is being appropriately calculated and remitted.
f. reviewing financial statement classification to ascertain that participant loans are properly reported as notes receivable from participants, not as an investment, and that interest income is not
recorded as investment income but as other income, if material.
Note
For Form 5500 reporting purposes, participant loans are to be reported as an
investment on Schedule H and included in Schedule H, line 4i—Schedule of
Assets (Held at End of Year). Because the net assets available for benefits will
agree to the net assets per the Form 5500, there may not be a need to include
a reconciling footnote to the financial statements. See paragraph 5.49.
5.232 The auditor is not required to audit notes receivable from participants when a limited-scope exemption is applicable, and the notes receivable
from participants have been certified by a qualifying institution. As discussed
in paragraph 2.22 of this guide, the auditor may need to perform audit procedures to become satisfied that any received or distributed amounts were
determined in accordance with the plan's provisions.

Contributions and Certain Participant Data (Accounting
Ref: par. 5.52–.56)
5.233 The following paragraphs describe the relevant assertions for contributions and contributions receivable, as well as relevant assertions for payroll and certain participant data. The auditor may accomplish these procedures more efficiently by coordinating the procedures for plan contributions
with those for payroll and participant data.
5.234 The types of participant data that are tested in an audit of a DC
plan's financial statements will vary from plan to plan, depending on the factors on which contributions, participant elections, participant allocations, and
benefits are determined. In general, the data tested may include
a. demographic data, birth date, marital status, date of hire, date of
termination, and other demographic data that determine eligibility
and vesting.
b. payroll data, such as hours worked, earnings, and contributions to
the plan. (See paragraph 2.49 of this guide.)
c. benefit data for participants receiving benefits, such as benefit levels and benefit options selected.
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d. participant elections for salary deferral percentage and investment
elections.

Contributions and Contributions Receivable
Relevant Assertions
5.235 The relevant assertions for contributions and contributions receivable include the following:
a. Amounts received or due have been appropriately determined,
recorded, and disclosed in the financial statements in the proper
period, in accordance with plan's provisions and in accordance with
the applicable financial reporting framework.
b. An appropriate allowance has been made for uncollectible plan
contributions receivable in accordance with the applicable financial
reporting framework.
c. Participant's contributions are authorized and have been executed
at the proper amount, in the proper period, and in accordance with
the plan's provisions and at the participant's direction.
d. All active participants (participants who are contributing to the
plan or eligible for the employer contribution) have been properly included in the employee eligibility reports and contribution
records.
e. Appropriate and accurate participant data, including payroll information, is being utilized in determining amounts contributed to
the plan.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.236 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to contributions and contributions receivable:
a. Employees are not appropriately included or excluded based upon
the plan's provisions (for example, age or service requirements not
met or part-time or leased employees).
b. Employer or employee contributions are not properly calculated,
authorized, or recorded in the proper period.
c. Employee and employer contributions are incorrect due to the use
of a definition of compensation different than what is specified in
the plan's provisions, including the application of true-up contributions.

Note
If the plan has a matching formula based on a percentage of salary deferred,
then a participant may receive a true-up contribution depending on how the
match is calculated. A true-up contribution is an additional deposit into the
participant's account so that the participant receives the full, or true, match
that he or she is entitled to for a given year.
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d. Contributions are not accurate, complete, or remitted in accordance
with the plan's provisions (for example, manual checks, special pay,
or bonuses).
e. Participant deferral percentages entered into payroll are inaccurate, including catch-up contributions elections for participants
over age 50.
f. Profit sharing contributions or ESOP allocations are not properly
recorded.
g. Incorrect compensation or hours is used to determine contributions.
h. For multiemployer DC plans, participant contributions are not remitted in accordance with the collective bargaining agreement.
i. Excess contributions such as failure to pass the actual deferral
percentage test are not properly determined or recorded.

Example Audit Procedures to Consider
5.237 Chapters 2–4 of this guide provide guidance on the auditor's risk
assessment that is necessary to be performed before determining the nature
timing and extent of substantive testing. The following are examples of substantive audit procedures for auditing contributions and contributions receivable:
a. Determining whether the different types of contributions (for example matching, discretionary matching, profit sharing, or contribution limits) are in accordance with the rate or formula specified
by the plan's provisions or collective bargaining agreement.
b. Obtaining and reviewing a three-way reconciliation of total contributions from the trustee or custodian reports to (i) the contributions
per the plan sponsor's payroll or other records and (ii) the contributions per the recordkeeper's reports, such as the participant account
summary.

Note
It should be noted that this reconciliation of total contributions to the trust,
payroll, and the recordkeeper is very important. Immaterial differences are
not always timing differences and could mean that contributions have not
been accurately recorded. Additionally, a central bank account may be used
for the deposit of employer and employee contributions to several related
employee benefit plans. In those circumstances, it may be necessary to test the
amounts transferred to the bank account of the individual employee benefit
plan.
c. Determining whether money purchase plans and target benefit
plans have met the minimum funding requirements as required
by ERISA.
d. Comparing the amount of employer contributions recorded in the
plan's records with the amount approved by the board of directors
of the plan sponsor if the plan document requires that the board of
directors determines or approves the employer contribution (or the
collective bargaining agreement for a multiemployer plan).
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e. Considering the results of the audit procedures performed to test
the participant accounts and allocations, as described in paragraphs 5.210 and 5.238. If participant account or allocation errors
are identified, determining whether a receivable or an other adjustment is necessary.
f. Applying appropriate analytical procedures, such as calculating
total employer contributions as a percentage of participant contributions, and comparing results with prior years and expectations based on plan provisions. For noncontributory plans or discretionary employer contributions (for example, profit sharing contributions) that are not based on participant contributions, comparing
employer contributions per active participant with prior years and
expectations.
g. Testing whether forfeited nonvested participant accounts, if any,
have been properly applied to reduce employer contributions or to
pay plan expenses, if appropriate, under the plan's provisions.
h. Vouching contributions to wire transfer notices or other supporting
evidence.
i. Reviewing criteria used by the plan in accruing employer and employee contributions receivable and determining that the accruals
have been recorded in accordance with the applicable financial reporting framework.
j. Tracing the subsequent receipt of contributions receivable to supporting documentation.
k. Evaluating the reasonableness of the plan's allowance for estimated uncollectible amounts based on testing of collections subsequent to the date of the financial statements and reviewing the
status of unpaid amounts.
l. Obtaining a schedule of, or inquiring of plan management about,
the timeliness of employee salary deferral contribution remittances
(and loan repayments, if applicable) to the plan and, if necessary,
applying additional audit procedures. Failure of the plan sponsor
to remit employee salary deferral contributions to the plan in accordance with DOL regulations constitutes a prohibited transaction.
Plan management may need to consult with their ERISA legal
counsel to determine if certain deposits are late and are prohibited
transactions. Additional information on remittance rules can be
found in paragraph A.15 of appendix A of this guide.

Note
DOL Advisory Opinion No. 2002-2A concluded that participant loan repayments paid to, or withheld by, the employer for purposes of transmittal to the
plan become plan assets as of the earliest date on which such repayments can
be reasonably segregated from the employer's general assets and, therefore,
would be treated the same as participant contributions.
5.238 The following are examples of substantive audit procedures for
auditing employer and employee contributions for a sample of participants:
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a. Obtaining a listing of employees from payroll to determine whether
participants are appropriately included or excluded from participating in the plan.
b. Obtaining a listing of participants with contributions for the current period by type of contributions (for example, participant deferral, matching, profit sharing, discretionary, rollovers, and others)
and selecting a representative sample of participants and types of
contributions to perform the procedures in the following items c–k.
c. Based on eligibility requirements of the plan, determining that the
individuals are eligible to participate in the plan and elected to join
the plan or were enrolled automatically in accordance with plan
provisions.

Note
The plan document of a DC plan often specifies the eligibility provisions that
must be met for the employer(s) and employees to make contributions, vesting
provisions, the formula to determine upper and lower contribution limits
(salary deferral percentages), or the rates for determining the contributions.
d. Suggested audit procedures for plans that have automatic enrollment provisions in which an employee need not make an affirmative election to make pretax contributions to the plan but is automatically enrolled in the plan at a specific pretax contribution rate
include verifying that (i) the employee has been properly included
in the plan; (ii) the designated salary deferral has been withheld;
(iii) auto escalation provisions have been applied, if applicable; and
(iv) if a participant elected to opt out, and amounts are due back
to the participant, the appropriate refunds of contributions were
made and were made on a timely basis.
e. Agreeing demographic data (for example, age and period of service
with employer) maintained by the recordkeeper to personnel files
or other supporting evidence maintained by the plan sponsor when
such information is relevant to the participant's eligibility to participate in the plan. If information from the plan sponsor's payroll,
time reporting, or human resources systems is used as audit evidence to test the demographic data, refer to paragraphs 2.49–.53
of this guide.
f. If a plan is contributory, reviewing the enrollment form or other
evidence of enrollment and determining that the participant authorized the deferral rate or deferral amount.
g. Verifying the contributions were in accordance with plan provisions, including the proper definitions of compensation and automatic deferral rates. Refer to paragraph 5.242 for discussion about
eligible compensation. Consider confirming such information directly with participants.
h. Obtaining compensation or hours worked from the payroll records
and recalculating contributions that are based on compensation or
hours worked, including matching contributions that are based on
amounts deferred by participants.
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i. Testing that contributions are arithmetically correct and that the
contribution rate or formula specified in the plan document was
used.
j. Determining that contributions were recorded in the proper participant's account and in the proper investment option selected by
the participant.
k. Determining that contributions were properly included in amounts
remitted to the trustee or custodian.
5.239 Depending on the type of plan and controls tested over payroll (see
paragraphs 2.49–.53 of this guide), it may be necessary to perform substantive
audit procedures to test the payroll data used to perform the procedure at
paragraph 5.238g for one or more pay periods and for a sample of participants.
The following are examples of substantive audit procedures for testing payroll
data.
a. agreeing the compensation and hours worked per the payroll
records to appropriate supporting evidence.
b. reconciling compensation from the payroll records to the plan sponsor's general ledger.
c. if participant files are maintained on a decentralized basis or in
the custody of the plan administrator, testing whether the data
maintained in those files corresponds to the data maintained in
employer payroll and personnel files.
5.240 If the auditor also audits the plan sponsor's financial statements,
the auditing procedures applied in the audit of the plan sponsor's financial
statements need not be duplicated in the audit of the plan's financial statements. The auditor may find that he or she can accomplish the work more
efficiently by coordinating the auditing procedures for participant data with
procedures for plan contributions and plan benefits described in this chapter.
The auditor also may be able to reduce the extent of tests of participant data by
relying on a type 2 SOC 1 report (see chapter 4 of this guide) because entities
issuing such reports for recordkeepers and payroll processors often test certain
participant data, such as contribution, income, and forfeiture allocations, for
participant-directed investment fund options.
Note
It should be noted that, many times, participant data is only maintained
electronically, and original paper documents may have been destroyed. In
such cases, the auditor may need to obtain an understanding of the process
and the controls used to capture the data, including a walk-through.
5.241 If the auditor is unable to obtain the necessary evidence regarding
participant data or participant accounts on which financial statement amounts
are based, there may be a limitation on the scope of the audit. Restrictions on
the scope of the audit, whether imposed by the client or circumstances, such as
the inability to obtain sufficient appropriate audit evidence, may require the
auditor to conclude that a modification to the auditor's opinion on the financial
statements, in accordance with AU-C section 705, is necessary.
5.242 Eligible compensation (covered compensation). Plan documents
specify the various components of compensation (for example, fringe benefits,
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base wages, overtime, and bonuses) that are considered in the calculation of
plan contributions for DC plans. Testing of payroll data includes the determination of eligible compensation (or covered compensation) for individual
employees and comparison of the definition of eligible compensation used in
the calculation with the plan document. When this process is not included in
the payroll testing of the plan sponsor or in type 2 SOC 1 reports, a comparison of eligible compensation per the plan document with eligible compensation
used in plan operations may be necessary. It is important to understand the
definition of compensation to determine that the method used is in accordance
with the plan document. An employer may use any definition of compensation
that satisfies IRC Section 414(s), which does not allow a method of determining compensation if that method discriminates in favor of highly compensated
employees.
Note
Misinterpreting the definition of compensation is one of the most common
operational errors for a DC plan.
Note: IRS regulations generally require that the nonmatching company contribution be allocated to participants on the basis of the ratio of their covered
compensation to total covered compensation for all participants.

Considerations for Multiemployer and Multiple Employer Plans
Note
See DOL advisory opinions 2012-04A and 2012-03A for further discussion
about whether certain types of plans are viewed as multiple employer plans
or a series of single employer plans.
5.243 The following are examples of additional substantive audit procedures for multiemployer or multiple employer plans to consider relating to
contributions:
a. Reviewing pertinent sections of the collective bargaining agreement as a basis for considering what participant data should be
tested
b. Obtaining a list of participating employers (in a multiemployer or
multiple employer plan) and testing its completeness by examining
appropriate plan records (For example, a record of contributing
employers and delinquency records could be obtained from the plan
administrator or designated plan sponsor.)
c. Obtaining a schedule of contributions received or receivable and
agreeing the contributors to the listing of participating employers
obtained in item b for completeness
Note
In a single employer plan, the auditor often audits both the employer and the
plan itself. Records are readily available to determine whether the employer
has contributed the proper amount annually to the plan. In a multiemployer
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plan or multiple employer plan, contributions are due from a number of
employers. The plan auditor may have to perform extensive procedures to
determine whether contributions from contributing employers are accurate
and complete. Audit procedures may have to be substantially greater than in
a typical single employer plan to verify the completeness of employer contributions. Additionally, multiemployer plans typically specify in the collective
bargaining agreement when contributions are due. Many plans specify that
contributions are due ten to fifteen days after the month covered by the contribution period, and some plans allow the entire following month before
contributions are due. The plan's due date for 401(k) plan contributions may
be in conflict with the DOL's policy of when contributions are timely. ERISA
legal counsel may need to be consulted.
d. Confirming directly with participating employers the amounts remitted for the period. (Confirmation alone is not sufficient audit
evidence of completeness)
Note
Although confirming amounts received and receivable directly with participating employers is possible, such procedures generally will not provide
sufficient audit evidence for completeness and accuracy. Accordingly, tests
of employers' actual records are normally considered to be more appropriate.
e. Comparing the employer's contribution reports with the information shown in participants' earnings records and comparing hours
worked and earnings records with the employer's contribution reports to evaluate whether the participants have been properly included in, or excluded from, the reports
f. If significant participant data is not available, determining the
adequacy of the methods used by the plan administrator to give
effect to such missing data.
5.244 If the auditor is unable to examine the participant records maintained by the employer, which may occur in a multiemployer plan or multiple
employer plan, there may be circumstances, depending on the existing internal
control, in which the auditor can obtain the necessary assurance by applying
one or more procedures, such as
a. if the plan administrator maintains records of participant data
and maintains internal control to help ensure that data on all participants are included in the records, testing the data on which
contribution amounts are based by direct communication with participants and by comparison with union or other records, if applicable. The auditor may also confirm hours, pay rates, and other
appropriate information.
b. if the plan administrator's normal procedures include periodic visits to employers to test data submitted to him or her, reviewing and
testing the plan administrator's procedures.
c. obtaining a report from the auditor of the employer company stating that agreed-upon procedures have been performed and obtaining the auditor's findings regarding the procedures applied. In
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addition, the plan auditor may apply such other auditing procedures as he or she considers necessary in the circumstances. In
this regard, it may be necessary for the plan auditor to request the
other auditor to apply additional tests.
5.245 When auditing participant data in a multiemployer benefit plan,
normally, the auditor is unable to directly test payroll records at the plan level.
Plan sponsors or trustees may engage the employer's auditor, other outside
auditors, in-house compliance personnel, or internal audit to perform agreedupon procedures to test the completeness of contributions, which includes testing that all employees working for a contributing employer performing covered
work (covered work is defined under the collective bargaining agreement) and
any subcontracting payments for covered work have been properly reported.
A representative group of contributing employers would be tested each year.
The number of years the testing of contributing employers will take may vary,
but a three- to four-year cycle is typical to test all employers. A plan may be
so large that it may not be possible to test all of its employers. In accordance
with paragraph .08 of AU-C section 530, Audit Sampling (AICPA, Professional
Standards), when selecting items for testing, the auditor should select items
for the sample in such a way that the auditor can reasonable expect the sample to be representative of the relevant population and likely to provide the
auditor with a reasonable basis for conclusions about the population. The auditor performing the payroll procedures typically will issue an agreed-upon
procedures report in accordance with AT section 201, Agreed-Upon Procedures
Engagements (AICPA, Professional Standards).
5.246 It is important for the plan's independent auditors to review the payroll procedures performed in order to determine that the completeness objective
has been achieved. If a plan has a decentralized payroll, if a multiemployer plan
does not have annual employer payroll procedures performed, or if the auditor
does not believe that the procedures being performed are acceptable and if the
auditor is unable to obtain the necessary assurance by other means, then the
auditor may modify the opinion on the financial statements, in accordance with
AU-C section 705, because of the limitation on the scope of the audit or may
adjust and correct the payroll procedures to the point where the auditor can
issue an unmodified opinion on the plan's audited financial statements.

Rollover Contributions (Accounting Ref: par. 5.57–.58)
Relevant Assertions and Examples of Identified Risks of What
Can Go Wrong at the Relevant Assertion Level
5.247 Relevant assertions and examples of identified risks of what can go
wrong at the relevant assertion level for rollover contributions are the same as
those for contributions in paragraphs 5.235–.236.

Example Audit Procedures to Consider
5.248 The following are examples of substantive audit procedures for
auditing rollover contributions:
a. Reviewing the plan document to determine that the rollover is
allowed by the plan's provisions and properly classified10
10
IRS Revenue Ruling 2014-09, Rollovers to Qualified Plans, addresses certain situations in
which the plan administrator of a qualified plan may reasonably conclude that a rollover contribution
is a valid rollover.
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b. Obtaining a schedule of rollovers, and agreeing to the plan's financial statements
c. Testing that the participant's investment elections have been complied with, if applicable
d. Reviewing participant recordkeeping account to determine that the
rollover amount and source is properly reflected (for example, pretax, after tax, or Roth)

Other Receivables (Accounting Ref: par. 5.59)
Relevant Assertions
5.249 The relevant assertions for other receivables include the following:
a. Amounts reported in the financial statements represent a valid
receivable.
b. Amounts reported in the financial statements are complete and
properly calculated, accumulated, and disclosed.
c. Receivables are reported in the financial statements in the proper
period and at net realizable value.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.250 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to other receivables:
a. Interest and dividends receivable are not properly accrued.
b. Income resulting from securities lending is not properly accrued.
c. Amounts due from brokers for securities sold is not properly
recorded.
d. Derivative-related activity, such as receivables for variation margin and foreign currency forward contracts, is not properly
recorded.
e. Reimbursements from the plan sponsor or service providers for
fees, operational defects, or lost income are not properly recorded.
f. Receivables due for legal settlements are not properly recorded.

Example Audit Procedures to Consider
5.251 Example audit procedures for other receivables generally consist
of testing the accruals to determine that the reported amounts are complete,
exist, and are accurately recorded in the proper period. A listing of all accrued
amounts can be obtained to determine the extent of substantive procedures,
such as reviewing supporting documentation and agreements, confirming with
third parties, testing the accuracy of the amounts, as well as reviewing subsequent receipts or other records supporting the amounts, and the settlement of
the selected accruals.

Forfeitures (Accounting Ref: par. 5.60–.62)
Relevant Assertions
5.252 The relevant assertions for forfeitures include the following:
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a. Forfeiture amounts are properly recorded and exist.
b. Forfeiture accounts are properly presented and disclosed in the
financial statements (for example, when forfeitures are used to
offset future employer contributions, they are shown as a reduction
of employer contribution receivable).
c. Forfeiture amounts are used only in accordance with the plan document (for example, pay plan expenses, reallocated to current participants, or used to reduce future employer contributions).

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.253 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to forfeitures:
a. Forfeitures are incorrectly allocated to individual participant accounts or investment funds.
b. Unvested amounts are not calculated correctly.
c. Forfeitures are not used in accordance with the plan document
or applicable regulations. Misuse of plan forfeitures may result in
plan qualification issues, as well as possible fraudulent financial
reporting.
d. A plan can have a partial termination in which 20 percent or greater
of the participants have been involuntarily terminated, and participants are not 100 percent vested, as required by the regulations.

Example Audit Procedures to Consider
5.254 Chapters 2–4 of this guide provide guidance on the auditor's risk
assessment that is necessary to be performed before determining the nature
timing and extent of substantive testing. The following are examples of substantive audit procedures for forfeitures:
a. Testing the use of forfeitures, including
i. obtaining a detail of forfeiture activity for the current period, for example, a rollforward from the beginning of the
year to the end of the year (typically, a report can be obtained from the recordkeeper), and tracing activity to supporting documentation, such as invoices for administrative expenses, intraplan offsets against contributions, and
summaries of reallocations to remaining participants.
ii. determining that forfeitures were used in accordance with
the plan document and consulting the plan's ERISA counsel or adviser regarding forfeitures that appear not to have
been used in accordance with the plan document or applicable regulations or in a timely manner.
b. Reviewing results of procedures performed for contributions and
distributions that relate to the testing of forfeiture calculations
and allocations
c. Evaluating whether the financial statements include the appropriate disclosures
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Operating Assets (Accounting Ref: par. 5.63–.64)
Relevant Assertions
5.255 The relevant assertions for operating assets include the following:
a. Property and equipment used in the plan operations are owned
by the plan, properly recorded, and carried at the appropriate
amounts.
b. Property and equipment are appropriately depreciated, and allowances are properly recorded in accordance with the applicable
financial reporting framework.
Note
Plans generally do not have property and equipment used in operations;
however, some very large plans or multiemployer plans may have operating
assets that are recorded on the books of the plan and may or may not be
material. In such cases, testing for asset impairment, asset retirement, and
related obligations might be necessary. Care should be taken to determine if
the entire asset is used by the plan or if only a portion is used by the plan,
requiring the asset to be recorded as an investment. It should be noted that
ERISA requires all assets to be recorded at fair value for Form 5500 purposes.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level and Example Audit Procedures to Consider
5.256 Because DC plans generally do not have operating assets, the examples of identified risks of what can go wrong at the relevant assertion level
and example audit procedures to consider relating to property and equipment in chapter 6 of this guide can be used for guidance; see paragraphs
6.169–.170.
Note: Multiemployer Plans
Because most operating assets are held by multiemployer plans, often, one
plan holds the operating assets and allocates a percentage of the costs to other
plans. The methodology for the allocation of costs needs to be understood and
tested.

Accrued Liabilities (Accounting Ref: par. 5.65–.67)
Relevant Assertions
5.257 The relevant assertions for accrued liabilities include the following:
a. Amounts payable are valid liabilities of the plan.
b. Amounts have been appropriately determined, recorded, and disclosed in the financial statements in accordance with the applicable
financial reporting framework in the proper period.

AAG-EBP 5.255

©2016, AICPA

167

Defined Contribution Retirement Plans

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.258 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to accrued liabilities:
a. Amounts due to brokers for securities purchased are not properly
recorded.
b. Unpaid administrative fees (for example, for auditors, trustees, or
ERISA counsel) are not appropriately accrued in the proper period.
c. Investment management fees are not appropriately accrued in the
proper period.
d. Current benefits payable are incorrectly recorded as a liability.
e. Corrective distributions are not properly recorded in the current
period.

Example Audit Procedures to Consider
5.259 Example substantive audit procedures for accrued liabilities generally consist of testing the accruals to determine that the reported amounts
are complete, they exist and are properly recorded. A listing of all accrued
amounts can be obtained to determine the extent of substantive procedures,
such as review of supporting documents or agreements, analytical procedures,
direct confirmation, testing the accuracy of the amounts, as well as subsequent payments or other records supporting the amounts, and the timing of
the selected accruals. A search for unrecorded liabilities could be performed by
inspection of plan records and trustee statements.

Participant Benefits, Distributions and Withdrawals
(Accounting Ref: par. 5.72)
Relevant Assertions
5.260 The relevant assertions related to participant benefit distributions
and withdrawals include whether
a. the payments are in accordance with the plan provisions and
related documents for benefit payments, hardship withdrawals,
in-service withdrawals, and qualified domestic relation orders
(QDROs).
b. the payments are made to or on behalf of persons entitled to them
and only to such persons (that is, that payments are not being made
to deceased beneficiaries or persons other than eligible participants
and beneficiaries).
c. transactions are recorded in the proper account, amount, and period.
d. the payments are presented and disclosed in accordance with the
applicable financial reporting framework.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.261 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to participant benefit distributions and
withdrawals:
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a. Benefit payments or withdrawals are not properly authorized or in
accordance with the provisions of the plan document.
b. Payment of benefits or withdrawals to participants are not recorded
or are recorded in the incorrect amount.
c. Benefit payments per trustee do not agree to amounts per the
recordkeeper.
d. Benefit payments are calculated incorrectly (nonrecognition of
loans or vested balance).
e. Benefit payments are not in accordance with the participant's election.
f. Benefit payments are not recorded in the correct individual participant's account.
g. Benefit payments are made to a participant who is not eligible to
receive benefits.
Note
It is important for the auditor to assess whether, depending on the specific
facts and circumstances of the control environment relative to financial reporting or misappropriation of assets, a fraud risk is associated with benefit
payments. If the auditor identifies a risk of material misstatement due to
fraud related to benefit payments, the auditor should design and perform
further audit procedures whose nature, timing, and extent are responsive to
the assessed risks of material misstatement due to fraud at the level, in accordance with paragraph .30 of AU-C section 240, Consideration of Fraud in
a Financial Statement Audit (AICPA, Professional Standards). An employee
may have the ability to initiate, authorize, and record a transaction or may
have custody of assets within the process such that he or she is able to perpetrate and conceal an error or irregularity, causing duplicate or fictitious
benefit payments or withdrawals to be recorded.

Examples of Audit Procedures to Consider
5.262 The following are examples of substantive audit procedures for
auditing participant benefit distributions and withdrawal payments:
a. Obtaining a schedule of all participants receiving benefit distributions or withdrawals for the current plan year and performing
the following on a sample of participants receiving distributions or
withdrawals
i. determining that the distribution or withdrawal was authorized, whether through the participant's withdrawal
election form or a plan-initiated distribution event (for example, required minimum distributions at age 701 /2 ).
ii. examining the type and amount of payment and propriety of required approvals. For example, certain distributions require approval by the plan administrator or others,
including distributions requiring spousal consent, QDRO
distributions, hardship withdrawals, death distributions,
disability distributions, and any distributions related to
mandatory cash out provisions.
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iii. determining the participant's or beneficiary's eligibility
(that is, whether the payee meets the plan's eligibility requirements and is fully vested) by examining evidence of
age and employment history data, comparing employment
dates, credited service, earnings, and examining the benefit election form and beneficiary designation to determine
appropriateness of payment, including the form of distribution (for example, lump sum, installments, or annuity
contract), and spousal consent, if applicable, based on the
terms of the plan document. If distribution is made by purchasing an annuity contract, see the discussion of annuity
contracts in paragraph 6.33 and paragraph 8.56 of this
guide.
iv. for plan benefits, such as death and disability benefits,
examining a copy of the death certificate and beneficiary
form, physician's statement, and other appropriate documents.
v. recomputing benefit payments based on the plan provisions and related documents, option elected, age, and pertinent service history.
vi. recomputing forfeited participant balances based on the
vesting provisions of the plan and pertinent service history.
vii. determining that future participant contributions and
company match, if applicable, are suspended after a hardship withdrawal is granted for the specific period of time.
viii. comparing the benefit payment amount to cash disbursement records or trustee reports.
ix. for benefit payments received directly by participants, test
receipt of the benefit payment. This can be accomplished
by a number of methods, such as confirming payment of
benefits by corresponding directly with selected participants or beneficiaries, comparing canceled checks with the
plan's cash disbursement records (including review of the
endorsement), and comparing the payee name or account
name on electronic funds transfers to the participant or
beneficiary name. In addition, the auditor may want to
consider inquiring about the existence and frequency of
participant complaints.
Note
It is important to note that benefit payments are susceptible to fraud, especially when there is a lack of segregation of duties making it possible for an
employee to divert unauthorized benefit payments to another account outside
the plan.
b. Determining the continued eligibility of participants or beneficiaries to receive benefits, that individuals are removed from the benefit rolls upon death and that payments made to individuals over
an unusually long number of years are still appropriate.
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c. Obtaining and testing the reconciliation of total benefits paid per
the disbursement register to the trustee reports and financial statements.
d. Investigating long-outstanding benefit checks. Long-outstanding
checks may be indicative of duplicate payments or deceased or
missing participants.
e. Comparing disbursements to participants with individual participant's account records that have been examined in accordance
with the auditing procedures in paragraph 5.210 (participant data
records).
f. Reviewing the criteria used by the plan to record benefit payments
and determine that the benefit payments have been recorded in
accordance with the applicable financial reporting framework. See
paragraph 5.73 for guidance in reporting benefit payments on the
statement of net assets available for benefits.
g. In some circumstances, benefit disbursements are made by a third
party, such as a bank, an insurance company, or other service
provider. In these circumstances, it is important for the auditor
to obtain an understanding of the internal control procedures for
the third party. This can be satisfied either through obtaining and
evaluating a type 2 SOC 1 report or through applying appropriate
auditing procedures to the service provider.11 These procedures
are performed regardless of whether the plan avails itself of the
limited-scope audit exemption described in paragraph 2.22 of this
guide. Although a type 2 SOC 1 report may be used to reduce
substantive procedures, neither a type 1 nor type 2 SOC 1 report
is designed to provide a basis for assessing control risk sufficiently
low to eliminate the need for performing any substantive tests.
h. For plans that allow distributions to be rolled over to another qualified plan or an IRA, review the plan document to determine that
the rollover was made in accordance with plan provisions and that
the rollover account is in the name of the participant or beneficiary.
5.263 Corrective distributions may be required in the event that employee contributions exceed contribution limitations of the plan. These amounts
should be recorded as a liability as of the plan's year-end and reflected on the
statement of changes in net assets available for benefits as an offset to contributions.

Plan Expenses (Accounting Ref: par. 5.74–.76)
Relevant Assertions
5.264 The relevant assertions related to plan expenses include whether
plan expenses
a. are paid in accordance with the plan provisions and properly authorized.
b. are paid in accordance with service provider agreements.
c. are recorded in the proper account, amount, and period.
11
If a type 2 SOC 1 report is obtained that specifically covers the testing of benefit payment disbursements, the auditor may be able to reduce substantive testing of benefit payment disbursements.
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d. are presented and disclosed in accordance with the applicable financial reporting framework.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.265 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to plan expenses:
a. Plan expenses do not represent allowable expenses per the plan
document or regulatory provisions.
b. Plan expenses are paid to fictitious vendors.
c. Plan expenses are not properly accrued or classified.
d. Plan expenses are not calculated in accordance with service
provider agreements.
e. Allocation of expenses between plans or the plan sponsor are not
apportioned correctly.
f. Plan expenses are not properly authorized prior to recording and
payment.
g. Plan expenses are not properly recorded by the trustee or custodian.

Examples of Audit Procedures to Consider
5.266 The following are examples of substantive audit procedures for
auditing plan expenses:
a. Reviewing the terms of the plan instrument and the minutes of the
board of trustees or administrative committee to determine that
administrative expenses were properly authorized and allowed by
the plan.
b. Performing analytical procedures for recurring types of expenses
that are routinely paid out of the plan from year to year.
c. Analyzing the expenses and examining supporting invoices, documents, and computations.
d. Reviewing the service agreement and testing to ascertain that the
contracted services were performed and that the payments were in
accordance with the terms of the agreement.
e. If plan expenses are allocated among several plans sponsored by
the same plan sponsor or a multiemployer plan, reviewing the allocation to determine that it is appropriate and determining that the
method of allocation selected was approved by the board of trustees
or administrative committee.
Note
For plans that invest in a master trust, the investment related expenses
are generally allocated among the respective plans, and any other expenses
are charged directly to each plan. Multiemployer plans often share expenses
with related plans and the sponsoring union. A study may be performed
periodically (perhaps as often as every two to three years) by the entities
involved to determine that no entity is charged more than its fair share of
the allocated expenses. In those instances, when expenses are shared, the
independent auditor might review the methods utilized to allocate expenses
to determine that each organization has paid its fair share.
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f. Determining that fees charged by trustees, investment advisers,
and others are in accordance with the respective agreements and
the regulations. In multiemployer plans, trustees may be reimbursed by the plan for meetings and other expenses associated
with the plan's operations. These expenses can receive considerable scrutiny in DOL and IRS reviews and examinations.
Note
As part of planning and risk assessment procedures, it is important that the
auditor obtain an understanding of the expenses that are allowed to be paid
by the plan according to the plan document and develop audit procedures
as appropriate. A review of service provider agreements may assist in the
understanding of fee arrangements. Additional inquiries with management
and the service providers may be required.
5.267 Any fees or expenses paid to related parties or parties in interest
need to be considered for disclosure under FASB ASC 850, as well as ERISA
regulations. In addition, expenses paid by the plan that are not allowed by the
plan document or excessive fees, no matter how immaterial, may be deemed
a prohibited transaction requiring further testing and disclosure, as described
in paragraph 2.98 of this guide (for example, fees paid by one plan on behalf of
another plan as a result of errors or inappropriate allocations and fees paid by
the plan for certain services relating to services provided to the plan sponsor,
such as trustee fees).

Plan Mergers, Transfers, and Spin-offs (Accounting
Ref: par. 5.99–.102)
Relevant Assertions
5.268 The relevant assertions related to plan mergers, transfers, and
spin-offs include the following:
a. Mergers, transfers, and spin-offs are recorded in accordance with
plan provisions and other legal documentation and in the proper
period.
b. Mergers, transfers, and spin-offs are fairly presented in the financial statements and properly disclosed.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.269 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to mergers, transfers, or spin-offs:
a. Mergers, transfers, and spin-offs are not recorded in the proper
period.
b. Appropriate assets and liabilities are not properly transferred.
c. The value of assets and liabilities transferred do not reconcile between plans.
d. Mergers, transfers, and spin-offs are not fairly presented in the
financial statements and not appropriately disclosed.
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e. Plans have been merged, or assets transferred or, spun off, without
appropriate authorization.

Examples of Audit Procedures to Consider
5.270 The following are examples of substantive audit procedures when
a plan merger or spin-off has occurred:
a. Determining the effective date and specific terms and conditions
for the plan merger or spin-off by reviewing the supporting documentation provided by the plan sponsor (such as plan documents
and amendments, memos, minutes of trustee and board meetings, and correspondence with regulators, participants, and service
providers)
b. Determining (by review of supporting documentation and discussion with plan management) whether there was proper authorization for the transaction (for example, formal trustee approval, a
plan amendment, or other signed document)
c. Reconciling net assets available for benefits per the trustee (custodian) to the recordkeeper immediately prior and subsequent to the
merger or spin-off
d. Confirming the asset amounts transferred with the trustee or custodian of the other plan
e. Comparing the Form 5500 and audited financial statements for the
other plan to the amounts recorded in the plan's financial statements
f. Comparing selected participant accounts immediately prior and
subsequent to the merger, transfers, or spin-off to determine that
investment amounts; participant loans; and relevant participant
data, such as salary deferral percentages and investment allocations; were transferred and set up properly, including the source of
such amounts (pretax, after-tax, Roth)
g. Testing transfers of assets from the former trustee (custodian) to
the current trustee (custodian)
h. Determining the amounts have been presented and disclosed in the
financial statements in accordance with the applicable financial
reporting framework
5.271 Auditors need to use judgment in each merger situation based on
the procedures previously described to determine the proper merger date for
the Form 5500 and financial statement purposes. Once the proper merger date
is determined, the final Form 5500 is required to be filed seven months after
that merger date or nine and one-half months if an extension has been obtained.
Note
Determining the appropriate accounting and reporting for a plan merger can
be difficult. The effective date of the merger is a legal determination that
may be documented in a plan amendment or board resolution and may differ
from the date assets are physically transferred to the successor plan's trust.
A plan can hold assets in more than one trust; accordingly, the successor plan
may have legal control of the assets or trust of the predecessor plan prior
to the date the assets physically transfer. This may result in difficulties in
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determining the date of the final audit for the plan merging out of existence.
The Form 5500 instructions state, "A final return/report should be filed by
the plan year (12 months or less) that ends when all plan assets were legally
transferred to the control of another plan." The plan administrator may seek
guidance from the plan's ERISA legal counsel to determine the date when
all plan assets were legally transferred to the control of the successor plan
when the effective date of the merger differs from the date the assets were
physically transferred.

Terminating Plans (Accounting Ref: par. 5.103–.110)
Relevant Assertions
5.272 The relevant assertions related to terminating plans include the
following:
a. Plan terminations are recorded in accordance with plan provisions
and other legal or regulatory documents.
b. Plan terminations are fairly presented in the financial statements
in accordance with the applicable financial reporting framework,
and all necessary disclosures are made and in the proper period.
c. Participants are properly vested when a plan is terminated or if
there is a partial plan termination.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.273 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to plan terminations:
a. Plan terminations are not appropriately disclosed.
b. The financial statements have not appropriately applied the liquidation basis of accounting, when applicable. For GAAP purposes,
this means that the financial statements are prepared on a going
concern basis when liquidation is imminent, or prepared using the
liquidation basis of accounting when liquidation is not imminent,
as defined in FASB ASC 205-30.
c. Benefit payments are not made only to, or on behalf of, persons
entitled to them.

Examples of Audit Procedures to Consider
5.274 The following are examples of substantive audit procedures for
auditing a terminating plan or partial plan termination:
a. Determining the effective date, specific terms, and conditions for
the termination by reviewing the supporting documentation provided by the plan sponsor (such as plan documents and amendments, memos, minutes of trustee and board meetings, and correspondence with regulators, participants, and service providers)
b. Determining (by review of supporting documentation and discussion with plan management) whether there was proper authorization for the termination (for example, formal trustee approval, a
plan amendment, or other signed document)
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c. Determining that final termination payments are in accordance
with the plan provisions, related documents, and applicable regulations
d. Determining that the benefit payments are made only to, or on
behalf of, persons entitled to them
Note
The auditor may consider increasing the extent of benefit payment testing
during the period the termination benefits are paid. See paragraphs 5.260–
.263.
e. Determining that transactions are recorded in the proper account,
amount, and period
f. Determining that the liquidation basis of accounting has been properly applied to the financial statements, if applicable
Note
If the decision to terminate the plan is made after the year-end but before
the year-end financial statements have been issued, the decision is generally a type 2 subsequent event requiring the disclosure described in AU-C
section 560, Subsequent Events and Subsequently Discovered Facts (AICPA,
Professional Standards).

Note
Interpretation No. 1, "Reporting on Financial Statements Prepared on a Liquidation Basis of Accounting," of AU-C section 700 (AICPA, Professional Standards, AU-C sec. 9700 par. .01–.05), contains applicable guidance regarding
the auditor's reporting responsibilities when using the liquidation basis of
accounting.

Changes in Service Providers (Accounting Ref: par. 5.112)
Relevant Assertions
5.275 The relevant assertions related to changes in service providers
(recordkeeper, trustee, custodian, or payroll) include the following:
a. Investment balances, payroll information, and participant data
transferred between service providers is complete and accurate.
b. Amounts owed to or from service providers are properly calculated
and recorded in the proper period.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.276 The following are examples of identified risks of what can go wrong
at the relevant assertion level when the plan has a change in service providers:
a. Amounts transferred between trustees and custodians are not accurate or allocated to the proper investment accounts.
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Note: Limited-Scope Audit
Many times, when there is a change in qualified certifying institutions, the
plan's assets are liquidated at the predecessor institution at the end of the
year, and the cash is transferred out of, but not remitted to, the successor
institution until the following month (usually two or three days). This timing
issue could result in a deposit in transit not reported by the predecessor
institution on the certified statements.
b. Participant data transferred between recordkeepers is not complete
or accurate (for example, lost data or lost participants).
c. Payroll information transferred between payroll service providers
is not complete or accurate.
d. Reconciliations are not completed between the predecessor service
provider and new service provider.
e. Changes in service providers could cause delays in remitting participant salary deferrals, which could be deemed prohibited transactions.

Examples of Audit Procedures to Consider
5.277 The following are examples of substantive audit procedures for
auditing changes in service providers:
Note
To reduce the amount of substantive testing when there has been a change
in service providers, the auditor may consider using type 2 SOC 1 reports
for the predecessor and successor service providers, if available, provided the
type 2 SOC 1 report covers the relevant processes and controls.
a. Testing transaction processing for predecessor and successor service providers during the year to determine that transactions were
processed in accordance with the terms of the plan at both service
providers
b. For a change in recordkeepers, agreeing the total of the participant
accounts per the predecessor recordkeeper prior to the change to
the total recorded by the successor recordkeeper immediately after
the change
c. Selecting individual participant accounts immediately prior and
subsequent to the change to determine that all significant account
information was properly recorded by the successor recordkeeper
d. For a change in trustee or custodian, reconciling assets transferred
from predecessor trustee or custodian to successor trustee or custodian (If a DC plan changes trustees or custodians and recordkeepers simultaneously, reconcile the sum of the participant accounts
to the net assets per the trustee or custodian immediately prior
and subsequent to the change.)
e. Reviewing the Form 5500 for disclosure of any changes in actuaries or independent auditors on Schedule C Part III—Termination
Information on Accountants and Enrolled Actuaries
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SEC Reporting Requirements
5.278 In certain circumstances, interests in plans and related entities are
subject to the requirements of the Securities Act of 1933 (the 1933 Act). These
requirements mandate registration, typically utilizing Form S-8 for plan sponsor securities, and subject the plan to the requirements of annual reporting
on Form 11-K under the Securities Exchange Act of 1934 Act (the 1934 Act).
Section 3(a)(2) of the 1933 Act provides exemptions from registration requirements for defined benefit plans and defined contribution plans not involving the
purchase of employer securities with employee contributions. All other plans
are subject to the 1933 Act, provided they are both voluntary and contributory.
5.279 Generally, a plan is both voluntary and contributory if the employees are given, at any point, the option to contribute their own funds to the
plan knowing that such contributions may or will be used to acquire employer
securities. This requirement is not limited to plans sponsored by employers
with publicly traded securities. The advent of the 401(k) plan with multiple
investment options, including an employer security option, has triggered SEC
filings for many otherwise private entities. Plans that offer to sell employer
securities generally are subject to the 1933 Act in the same manner as employers engaging in similar transactions, although there are specific exemptions.
Advice of legal counsel may be obtained to determine if any of the exemptions
apply.
5.280 Plans that are required to file Form 11-K12 are deemed to be issuers
under the Sarbanes-Oxley Act of 2002 (SOX) and must submit to the SEC an audit in accordance with the auditing and related professional practice standards
promulgated by the PCAOB. These auditing standards and related conforming
amendments can be found in AICPA PCAOB Standards and Related Rules or
on the PCAOB website at www.pcaobus.org.
5.281 Form 11-K does not require a SOX Section 302 certification. Although the rule is silent regarding Section 404 reports on Form 11-K, the SEC
staff has agreed that because Form 11-K filers are not subject to Item 308 of
Regulation S-K, Form 11-K need not include a Section 404 report.13 For information on PCAOB auditing standards, quality control standards, and related
guidance, please refer to the PCAOB website at www.pcaobus.org (audits of
issuers only).
5.282 Audits of plans that file a Form 11-K need to be conducted in accordance with two sets of standards and prepare two separate audit reports:
an audit report prepared in accordance with PCAOB standards for Form 11-K
filings with the SEC and a separate audit report prepared in accordance with
GAAS for DOL filings. The PCAOB and SEC staff believe that an opinion issued in accordance with PCAOB auditing standards does not allow a reference
12

Or other applicable SEC filings, such as Form 10-K/A.
This information was taken from the Center for Audit Quality's SEC Regulations Committee
highlights. The AICPA SEC Regulations Committee meets periodically with the staff of the SEC to
discuss emerging technical accounting and reporting issues relating to SEC rules and regulations. The
highlights of these meetings have not been considered and acted on by senior technical committees
of the AICPA or FASB and do not represent an official position of either organization. In addition,
these highlights are not authoritative positions or interpretations issued by the SEC or its staff. They
were not transcribed by the SEC and have not been considered or acted upon by the SEC or its staff.
Accordingly, they do not constitute an official statement of the views of the SEC or the staff of the
SEC. Be alert to changes in this position by monitoring the SEC Regulation Committee website at
www.thecaq.org/resources/caq-committees/sec-regulations.
13
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to GAAS; therefore, a dual standard report is not appropriate and will not be
accepted by the SEC.
5.283 In lieu of the requirements of the 1934 Act, plans subject to ERISA
may file plan financial statements and schedules prepared in accordance with
the financial reporting requirements of ERISA. To the extent required by
ERISA, the plan financial statements should be audited by an independent
auditor. However, a limited-scope audit report under ERISA will not be accepted by the SEC. Reports on Form 11-K generally should be filed within 90
days after the end of the fiscal year of the plan. Plans subject to ERISA that
elect to file ERISA financial statements may file the plan financial statements
within 180 days after the plan's fiscal year-end. See the instructions to Form
11-K and Rule 15d-21 of the 1934 Act for filing alternatives.
[5.284–.399] [Reserved]
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Chapter 5B

Employee Stock Ownership Plans
Introduction and Background
5.400 This chapter addresses the specialized characteristics of employee
stock ownership plans (ESOP) and provides accounting and auditing guidance
for such plans. As previously discussed in chapter 5A, "Defined Contribution
Retirement Plans," tax-advantaged defined contribution retirement plans1 (DC
plans) are established under Sections 401(a), 403(b), and 457(b) of the IRC. Under IRC Section 401(a), there are profit-sharing plans, money purchase pension
plans, and stock bonus plans. A stock bonus plan is a DC plan under which
distributions are generally made in employer stock, unless the participant or
beneficiary elects otherwise. The most common stock bonus plan is an employee
stock ownership plan, or ESOP. The primary difference between other types of
DC plans and an ESOP is that the ESOP invests primarily in employer stock,
which can be either publicly traded or privately held. See appendix B, "Regulations, Administration, and Operation of an ESOP," of this chapter for further
details about ESOPs.
5.401 Companies establish ESOPs for a variety of reasons. The most
common private company application of an ESOP is to facilitate a transfer of
ownership of all or part of the company to the employees. Such arrangements
generally involve debt financing with a related party or with the financial
assistance of a related party. Such assistance may take the form of a guarantee
of the debt, a commitment to make contributions or to pay dividends to fund
the debt, or other arrangements. ESOPs that incur debt are referred to as
leveraged ESOPs, regardless of whether the debt is with an outside party or
related party. An ESOP that does not incur debt is considered a non-leveraged
ESOP.
5.402 In a leveraged ESOP, often, the ESOP borrows money to purchase
newly issued shares or treasury stock from the employer or to purchase stock
owned by current shareholders. The ESOP can borrow money directly from
the employer, a shareholder, or a commercial lender. Frequently, the employer
arranges for financing directly from a commercial lender (direct loan to the employer), and then a second loan is made between the employer and the ESOP
(indirect loan with the employer). This enables the employer, rather than the
lender, to control the employer's tax consequences and the tax implications
and benefits provided to the participants. The plan document controls eligibility, vesting, allocations, and distributions, similar to any other DC plan.
The shares of employer stock purchased by the ESOP are used as collateral
for the loan and are initially held in a suspense account until allocated to the
individual participant accounts. Shares are allocated to the accounts of plan
participants as the debt is repaid through employer contributions, dividends, or
1
The term defined contribution retirement plan used in this guide is intended to encompass
all defined contribution plans (except for health and welfare defined contribution plans, which are
covered in chapter 7, "Health and Welfare Benefit Plans," of this guide). FASB Accounting Standards
Codification (ASC) uses the term defined contribution pension plan. The authors of this guide believe
that, often, the term pension plan is used interchangeably to refer to all types of defined contribution
plans. This guide has elected to use the term defined contribution retirement plan because it more
accurately reflects all types of defined contribution plans.
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both. The release of shares from collateral for allocation to participant accounts
is controlled by the ESOP loan agreements and the prohibited transaction exemption regulations. Additionally, when a distributable event occurs, an ESOP
may pay benefits in cash or in shares of employer stock to the participants and
subsequently repurchase those shares with a note. Such transactions are considered to be securities acquisition loans and, generally, will be subject to the
prohibited transaction exemption requirements governing such financing. See
appendix B of this chapter for additional information regarding exempt prohibited transactions for ESOP loans.
5.403 Two general types of ESOPs exist: a stock bonus plan and a combination stock bonus and money purchase pension plan.
a. A stock bonus plan is the most common type of ESOP. These plans
provide for discretionary employer contributions, and benefits are
generally to be provided in employer stock.
b. A combined stock bonus and money purchase pension plan provides for discretionary employer contributions but also provides
employer contributions that are based on a fixed formula that is
not related to profits and is designated as a pension plan by the
employer.
5.404 ESOPs may be combined with another benefit plan, such as a 401(k)
plan (frequently referred to as a KSOP), rather than maintaining two separate
plans. In such combinations, the company match in the 401(k) portion of the
plan may be in cash or shares of employer stock. Additionally, there may be
discretionary employer contributions made to the 401(k) feature.
5.405 Only corporations may sponsor an ESOP because the only permissible employer security is common stock or preferred stock convertible into
such common stock of the corporation. See paragraph B-30 of appendix B of
this chapter for information about the type of stock permitted. The tax status
of the corporation as a C corporation or S corporation affects the design and
operation of the ESOP. The form of the employer (C corporation or S corporation) does not affect the right of the ESOP to borrow funds, the ability for the
ESOP to use either contributions or dividends for debt service, or vesting provisions. However, the form of the employer does affect the contribution limits,
annual addition limits, and distribution requirements. In addition, ESOPs of S
corporations face an additional compliance test under IRC Section 409(p). For
further discussion, see paragraph B-10 of appendix B of this chapter.

Participant Allocations
5.406 Participant allocations vary depending on the plan design considerations, nonexempt transaction compliance, or specific IRC provisions. These
may include additional restrictions on eligibility, contribution allocations, specific definitions for annual addition limitations, allocation of income from suspense shares, or other specific considerations included in the plan document.
5.407 Dividends may be allocated or applied to a leveraged ESOP's debt
payments. In some ESOPs, dividends may be paid in cash to ESOP participants,
either directly or as payments to the ESOP that are distributed to participants
(pass-through dividends) or reinvested in employer stock at the direction of
participants.

AAG-EBP 5.403

©2016, AICPA

Employee Stock Ownership Plans

181

5.408 Private company ESOPs may allocate plan activity in cash or shares
or apply the concept of unitization, also referred to as rebalancing or reshuffling.
This notion is different from the concept of unitization discussed in paragraph
5.34. For an ESOP, unitization is when each participant's account in the ESOP
is adjusted annually to have the same percentage of employer stock or other
assets as other plan participants. For a public company ESOP, this is typically
a single fund within the plan. For a private company ESOP, there may be
multiple unitized sub-accounts to recognize the limitations imposed by the
IRC on allocations to certain parties. See item a in paragraph B-45 of appendix
B of this chapter for additional discussion.

Note
It is important to have a clear understanding of the allocation process in a
leveraged ESOP. Contributions or dividends may not be allocated uniformly
due to limitations on allocations made to otherwise eligible employees under
specific plan provisions. When the ESOP has more than one securities acquisition loan outstanding, different allocation methods may apply between the
individual loans.
Besides the unique individual allocation aspects of plan activity, the plan
may have different methods for tracking shares. Most plans track shares
by participant. Annually, each participant receives an allocation of shares
attributed to contributions, debt service payments, dividends, forfeitures, or
other sources. In recent years, many ESOPs have had to address the issue
of having fully amortized ESOP loans with no shares available for allocation
to new employees. In response to this, many plans have chosen to unitize,
reshuffle, or rebalance the participant accounts. All allocations to participant
accounts are based on the plan's activity. Once such allocations are made,
each participant's account is restated to reflect the same ratio of stock and
non-stock investments as they had at the beginning of the year. See exhibit
1, "Illustration of Unitizing or Rebalancing ESOP Participant Accounts," in
appendix B of this chapter for an illustration of rebalancing.

Valuation Terminology
5.409 Generally accepted accounting principles (GAAP) requires investments to be valued at fair value. The IRC requires investments to be valued
at fair market value; and the Department of Labor (DOL) uses current value
for annual reporting purposes. However, adequate consideration is used in the
context of party in interest transactions. Throughout this chapter, the terminology used for "value" is that which is applicable within the context of the
paragraph. For example, when discussing GAAP requirements the paragraph
will refer to fair value. Generally each definition approximates exit price (put
option amount) which is the value the participant would receive in a transaction.

Contributions
5.410 ESOPs are subject to limitations on the total amount of deductible
contributions the employer can make to the ESOP and on the amount allocated
to each participant's account. The amount of the employer contribution is generally determined based on the liquidity needs of the plan for debt service and
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benefit payments or to meet a contribution goal of the employer. Such contributions are generally allocated based on eligible compensation of the participants.
See paragraph B-12 of appendix B of this chapter for additional information
about contributions.

Distributions
5.411 On termination of service due to death, disability, or retirement,
the amount allocated to the participant's vested account represents the participant's accumulated benefit. That amount may be paid to the participant in
cash or employer stock. Unless the plan is sponsored by an S corporation or
the employer's articles and bylaws restrict ownership by employees, the participant has the right to demand a distribution in employer stock. An ESOP faces
additional restrictions on distributions for any employer stock acquired by the
plan after December 31, 1986. For these plans, unless the participant elects to
defer his or her distribution or the loan is still outstanding when the employer
is a C corporation, distributions must commence no later than one year following termination of employment due to death, disability, or retirement or the
sixth year following termination of employment for any other reason. Further,
such distributions are to be made in at least 5 annual installments, unless the
participant elects otherwise. Distribution terms of up to 10 years are permitted
by the IRC for balances over $800,000 subject to cost of living adjustments.

Voting Rights
5.412 It is a plan qualification requirement that participants have certain voting rights with respect to the shares allocated to their ESOP account.
Participants in ESOPs with privately traded employer stock must be given the
right to direct how employer stock in their accounts are voted by the trustee
in certain matters such as a merger, recapitalization, liquidation, dissolution,
or sale of substantially all the assets of the company. For publicly traded employer stock, the participants must be allowed to direct how employer stock
in their account is voted on all matters. Voting rights are generally disclosed
in the notes to the financial statements as part of the plan description. See
paragraph B-22 of appendix B of this chapter for a further discussion on voting
rights.

Put Option
5.413 If the employer stock distributed to participants is not readily tradable on an established securities market, a put option must be provided to
the participants. A put option is a repurchase obligation of the employer (not
the plan) allowing the participants to sell distributed employer stock back to
the employer. The first put option is available following the distribution and
is based on the valuation of the shares as of the immediately preceding plan
year-end. If a participant does not exercise the put option at this time, he or
she must be informed of the stock's valuation as of the following plan year and
be provided with another put option. After that period, the put option lapses.
If distributions of shares are made in installments, each installment is subject
to an immediate cash payment for the put shares. If shares are distributed in
a lump sum, the put option may be satisfied with a note from the employer.
The existence of a put option is generally disclosed in the notes to the financial statements as part of the plan description. See paragraphs B-23–B-24 of
appendix B of this chapter for additional information about put options.
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Diversification
5.414 For persons who have attained age 55 and completed 10 years of
participation in the ESOP, the ESOP must provide them with an alternative
to the investment in employer stock. This is referred to as diversification. This
diversification privilege is generally accomplished in one of two ways:
a. The employer makes a cash contribution to the ESOP or pays cash
dividends on the stock held in the ESOP, and such cash is used
to satisfy the diversification elections by (a) distributing the cash
to the participants that elected diversification, (b) transferring the
cash from their account to another plan or IRA, or (c) investing
the cash in other investment options offered within the ESOP.
When cash is used to fund diversification elections, the shares diversified are allocated to the accounts of the participants whose
cash funded the distribution. For example, an employer makes a
cash contribution for all active participants in the ESOP. When
this cash contribution is used to fund diversification elections, the
shares that were diversified are allocated to the accounts of the
active participants that did not elect diversification in proportion
to the cash that would otherwise have been allocated to their accounts to provide them with their share of the contribution. As a
result, such participants receive a stock contribution. See exhibit
3, "Illustration of Cash Distributions and Share Recycling," of appendix B of this chapter for an example of how a cash contribution
is used to fund the diversification election and the shares elected
to be diversified are allocated to the active participants.
b. The ESOP distributes shares to the participant and the participant
puts the shares back to the employer for cash. The cash received
can then be retained by the participant and subjected to income tax
or rolled over tax-free to an IRA or other eligible retirement plan.
5.415 Eligible participants make their diversification elections subsequent to each year end, based upon their allocated employer stock balance as of
the end of the previous plan year. Diversification provisions are generally disclosed in the notes to the financial statements as part of the plan's description.
If the plan document authorizes diversification within the ESOP, the disclosures would also include nonparticipant-directed activity as required by FASB
Accounting Standards Codification (ASC) 962-325-45-8, Plan Accounting—
Defined Contribution Pension Plans. See appendix B of this chapter, for further
discussion of diversification requirements under IRC Sections 401(a)(28) and
(a)(35) in paragraphs B-20–B-21, and for a discussion of the plan's cash flow
related to funding diversification and other distributions in paragraphs B-25–
B-27.
5.416 Due to the concentration of the ESOP's investments in employer
stock, the uncertainties inherent in the estimates and assumptions used to
value the employer stock, the different ways in which diversification elections
can be funded by the employer, and the timing of the election for diversification (as discussed in paragraph 5.415), disclosures may be needed relating to
risks and uncertainties and subsequent events. See paragraphs 5.490–.491 for
further guidance.
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Note
This diversification privilege described in paragraph 5.415 is different from
the rule for publicly traded employer stock held by 401(k) plans. ESOP participants that hold publicly traded employer stock have the right to immediately
diversify the portion of the participant's account holding employer stock that
was acquired with employee contributions. With regard to employer contributions, generally, a precondition of up to three years of service may be imposed
for the right to reinvest such funds in other investments, except with regard
to a beneficiary of a deceased participant.

Financing Employer Stock Purchases
5.417 As noted in paragraph 5.402, ESOPs regularly incur debt to acquire
employer shares. When an ESOP borrows money, it must be in the form of a
term loan as a demand loan is not permitted, and the only assets that can
be used as collateral is the employer stock being purchased. Although not
required by the Employee Retirement Income Security Act of 1974 (ERISA),
the employer often is required by the lender to guarantee the loan.
5.418 The employer usually agrees to make annual cash contributions
or pay dividends to the ESOP at least equal to the amount of principal and
interest due on the loan. The employer contributions are then used by the
ESOP trustee to repay the ESOP loan. This sequence of transactions between
the employer and the ESOP occurs whether the money is borrowed from the
employer, a third-party lender, or a stockholder. If the employer loans money
directly to the ESOP, the employer is still required to make a contribution to
the plan in order for the plan trustee to repay the principal and interest.

Suspense Account (Unallocated Shares)
5.419 The shares of employer stock purchased by the ESOP are used as
collateral for the loan and initially are held in a suspense account until allocated
to the individual participant accounts. As the loan is repaid, a pro rata amount
of the purchased shares are released from the suspense account and allocated
to eligible participant accounts, generally based on the proportional annual
compensation of participating employees, subject to annual limitations. The
earnings on the shares of stock held in the suspense account are allocated
to participants' accounts unless the ESOP provides for the use of earnings to
repay the loan. The shares held in the suspense accounts are referred to as
unallocated shares because they are not included in the individual participant
account balances.

Share Release Formula
5.420 The plan administrator must use a pre-determined formula to release shares for allocation to individual participant accounts. ERISA allows
ESOPs to use one of two share release formulas: the principal and interest
method, which uses a ratio of principal and interest paid to total principal and
interest due, or the principal only method, which is allowed only if the ESOP
loan meets certain conditions. See exhibit 2, "Illustration of Share Release
Methodology," in appendix B of this chapter for an illustration.
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Debt Service Payment
5.421 The ESOP repays the debt in accordance with an amortization
schedule. The plan may use employer contributions, dividends, and earnings
on such amounts to repay the debt. However, limitations exist for when the plan
may use dividends on the allocated employer stock for debt service. Generally,
this is when shares were purchased with the loan that satisfies the return for
value standard of the IRC.2 This standard states that when allocated dividends
are withdrawn from a participant's account to service debt, the participant
must receive shares with a "fair market value" at least equal to the amount
of dividends withdrawn. On occasion, an ESOP may be required to depart
from the scheduled debt service payments. Such departure could result in a
prepayment of principal due to tax or employee benefit planning objectives, the
refinancing of the loan to extend payments over a longer term due to changes
in covered payroll, or the termination of the loan due to a sale of the company.
Such actions must be consistent with the terms and conditions of the plan and
trust documents and any loan agreements.

Administration and Operation of an ESOP
5.422 It is important to understand the roles and responsibilities of those
charged with governance as well as which responsibilities have been delegated
to the key parties that are involved in the operation and administration of an
ESOP. An understanding of these roles and responsibilities can be obtained
from the plan document, trust document, service agreements, internal policies,
and procedures manuals, as well as ERISA and IRS regulations. The key parties for the ESOP are similar to those of a defined contribution plan, except that
many ESOPs have independent trustees that are not a part of management of
the employer. See paragraph 5.06 and appendix A of this chapter for a detailed
description of roles and responsibilities and reports and records for a DC plan.
Additionally, see appendix B of this chapter for a detailed description of the
key plan provisions specific to an ESOP as well as further information about
tax benefits, leveraged ESOP debt, and related compliance matters.
5.423 As indicated in paragraph 5.08, ERISA requires that the employer
maintain records in sufficient detail to permit benefits to be properly calculated
and paid when due. The accounting records that form the foundation for the
preparation of the plan's financial statements will vary in complexity depending on the type of plan, the decentralization of operations, complexity of plan
provisions, and delegation of administrative functions. In addition to the typical records covered in chapter 1, "Introduction and Background," of this guide
an ESOP will also have records pertaining to the ESOP debt, the original cost
and, when applicable, the tax basis of the shares of employer stock.

Regulatory Reporting Requirements
5.424 ERISA established annual reporting requirements for employee
benefit plans, including DC plans. Those requirements are discussed in paragraph 1.14 of this guide. Additionally, if participants have the right to direct
employee contributions into and out of employer stock, the plan is likely to

2
The return for value standard is found in IRC Section 404(k)(2)(B) for C corporations and IRC
Section 4975(f)(7) with respect to S corporations.
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be faced with securities law considerations and may be required to register its
shares and file a Form 11-K annually with the SEC. Investments in most ESOP
plans are nonparticipant-directed and, therefore, would not be subject to SEC
reporting rules unless the ESOP plan has a 401(k) feature allowing the participants to direct their 401(k) contributions into employer stock. Regulation S-X
prescribes the form of the statements of financial position and statements of
income and changes in plan equity that those plans must file with the SEC. The
SEC has amended its rules for Form 11-K to permit plans subject to ERISA to
file financial statements in accordance with ERISA, rather than in accordance
with Regulation S-X. This is also discussed in paragraph 5.278.

Accounting, Reporting, and Auditing ESOPs
5.425 Because ESOPs are a type of DC plan, this chapter describes accounting principles generally accepted in the United States of America as promulgated by FASB (U.S. GAAP) for accounting and financial reporting for DC
plans as set forth in FASB ASC 962. Other FASB ASC topics may also apply to
DC plans, including ESOPs. FASB ASC contains all authoritative U.S. GAAP.
This chapter also provides guidance that has been supported by the Financial
Reporting Executive Committee (FinREC) on the accounting, reporting, or disclosure treatment of transactions or events that is not set forth in FASB ASC.
5.426 The primary users of ESOP financial statements include the employer, plan participants, third-party lenders, the DOL, the IRS, and the SEC.
Information that is useful to ESOP participants includes the amount they
would receive currently if they were to take a distribution from the plan or diversify their investments, as well as the results of transactions and events that
affect those amounts. Accordingly, participants may have a greater interest in
monitoring the financial condition and operations of an ESOP because of the
investment concentration in employer stock.

Financial Statements
5.427 In accordance with FASB ASC 962-10-10-1, the primary objective
of a DC plan's financial statements is to provide information that is useful in
assessing the plan's present and future ability to pay benefits when they are
due. In a DC plan, the plan's net assets available to pay benefits equal the
sum of participants' individual account balances. Accordingly, benefits that
can be paid by the plan when they are due relate to the value of the net assets
that may currently be made available to the individual participants. It should
be recognized that (a) information in addition to that contained in a plan's
financial statements is needed in assessing the plan's present and future ability
to pay benefits when due, and (b) comparative financial statements can provide
more useful information for assessing the plan's future ability to pay benefits.
5.428 FASB ASC 962-205-45-1 states that the financial statements of a
DC plan prepared in accordance with U.S. GAAP should be prepared on the
accrual basis of accounting and should include (a) a statement of net assets
available for benefits as of the end of the plan year (ERISA requires that this
statement be presented in comparative form) and (b) a statement of changes
in net assets available for benefits for the year then ended. See paragraph 5.18
for guidance on providing a statement of cash flows.
5.429 Generally, for non-leveraged ESOPs, only a single column presentation is necessary because there are no unallocated assets. For leveraged

AAG-EBP 5.425

©2016, AICPA

Employee Stock Ownership Plans

187

ESOPs, FinREC recommends the financial statement presentation reflect allocated and unallocated amounts as separate columns (columnar method) on
both the statements of net assets available for benefits and the statement of
changes in net assets available for benefits. This method distinguishes between
those plan assets in which the participant holds a beneficial interest, including
other plan assets available for future debt service (allocated amounts) from
those plan assets that remain pledged as collateral for the loan (unallocated
amounts). Although other presentations may also be acceptable, this chapter
only discusses the columnar method for leveraged ESOPs because the columnar
method clearly presents the activity of a leveraged ESOP and is the presentation most commonly used in practice. The following sections of this chapter
expand upon the transactions or accounts that may be included in the allocated or unallocated columns. Illustrative financial statements for a leveraged
ESOP are included in exhibits D-1, D-2, and D-3 in appendix D, "Illustration
of Financial Statements: Employee Stock Ownership Plans," of this guide.

Net Assets Available for Benefits
5.430 In accordance with "Pending Content" in FASB ASC 962-205-45-2,
the statement of net assets available for benefits of an ESOP should present
amounts for all of the following:
a. Total assets
b. Total liabilities
c. Net assets available for benefits
5.431 In accordance with paragraph 5.429, for a leveraged ESOP, the
unallocated amounts on the statements of net assets available for benefits
generally reflect the following:
a. Fair value of shares held as collateral for the debt
b. Any employer contribution receivable for interest on current-year
debt service
c. Any dividend receivable or cash that is to be applied to interest on
current year debt service
d. Debt and any accrued interest on such debt
e. Employer advances
5.432 The allocated column reflects all other ESOP assets or liabilities
that have been allocated to a participant's account.
Note
When an ESOP holds investments other than employer stock, those investments are typically participant directed investments. Although other presentations are acceptable, such investments are generally presented in a
separate column in the statement of net assets available for benefits and the
statement of changes in net assets available for benefits (in addition to the
allocated and unallocated columns) or are shown in the notes to the financial
statements. When an ESOP holds fully benefit responsive investment contracts, such investments should be presented in accordance with "Pending
Content" in FASB ASC 962-325-35-5A and "Pending Content" in FASB ASC
962-325-50-3.

©2016, AICPA

AAG-EBP 5.432

188

Employee Benefit Plans

Allocations
5.433 An ESOP invests primarily in employer stock, which can be either
publicly traded or privately held. When an ESOP is leveraged, the net asset
value of the ESOP does not represent the total value that is attributable to
plan participants. This is because a portion of the employer stock is used as
collateral for the loan and is initially held in a suspense account until allocated
to the individual participant accounts (see paragraph 5.419). When the shares
are released from the suspense account, as the loan is repaid, the shares are
allocated to the participant's account. Additional details on participant recordkeeping can be found in paragraph B-45 of appendix B of this chapter.
5.434 Under ERISA and IRC requirements, shares acquired with an
ESOP loan are released from collateral and allocated to the accounts of plan
participants as payments are made on the debt. Such release is based on payment of principal and interest for the plan year or payments of principal only.
The methodology is controlled by both the loan documents and the regulations.
Prior to being released from collateral, these shares do not belong to any one
plan participant. Rather, such shares and any income attributable to such
shares are available to satisfy any claims of the lender. For financial reporting
purposes, as discussed in paragraph 5.429, the unallocated amounts are shown
in a separate column on the plan's financial statements. However, for participant record-keeping purposes, contributions and dividends paid or accrued for
debt service may be posted to participant accounts while still subject to the
claims by the lender. This may result in a difference between the amount reported on the financial statements as net assets allocated to plan participants
and the participant records.
5.435 For purposes of participant recordkeeping, the posting of released
shares to participant accounts often precedes the timing of the actual release of
the collateral. Shares that are to be released with the payment made through
an accrued contribution or dividend (committed-to-be released) may be posted
to participant accounts when the contribution receivable is recorded; yet, the
shares are not actually released under the terms of the loan agreement, and the
participants do not have a beneficial interest in such shares until the related
debt is paid. Therefore, the plan's financial statements report the committedto-be released shares as unallocated until the reporting period in which the
shares are actually released from collateral, which is generally in the period
when the debt service is paid.
Note
FASB ASC 718-40 provides that the employer reflect shares as an expense of
the period in which they are allocated, released, or committed-to-be released,
which may differ from the plan accounting as discussed in paragraph 5.435.
5.436 Under ERISA, the lender has access to the employer stock held by
the plan that represents collateral, employer contributions to service the debt,
and any earnings on those amounts. Earnings on temporary cash investments
also are available if these arise from contributions made to service the debt
or earnings on the collateral. An employer contribution receivable for current
or future debt service is, therefore, reflected on the ESOP's "Statements of
Net Assets Available for Benefits" and "Statement of Changes in Net Assets
Available for Benefits" in the allocated column, except to the extent required to
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cover accrued interest on the ESOP debt. An employer contribution receivable
to fund distributions to terminated participants is reflected in the allocated
column because this amount has not been made for current or future debt
service and, therefore, is not available for debt payments under the prohibited
transaction rules.

Cash Balances
5.437 The accounting for cash balances in an ESOP is similar to cash
balances in a DC plan. See paragraphs 5.16–.19 for guidance.

Investments
5.438 The IRC defines qualifying employer securities as common stock
of the company sponsoring the plan or a company that is part of the same
"controlled group" with the sponsor. Non-callable preferred stock can also be
qualifying employer securities if it is convertible at any time into common
stock meeting the IRC's preceding requirements with a reasonable conversion
price. See paragraphs B-28–B-31 and B-37 of appendix B of this chapter for the
unique aspects of qualifying employer securities held by an ESOP.
5.439 As noted previously, ESOPs invest primarily in employer stock,
which can be either publicly traded or privately held. When shares are actively
traded on an established securities market that determines the prevailing
market price, an independent valuation is not required for employer stock.
In situations when the nonpublic employer stock is contributed to the plan
or acquired by the plan, the trustee or named fiduciary of the ESOP needs to
establish the fair market value3 of the stock as of the contribution or transaction
date. The IRS requires that the valuation of employer stock held by an ESOP
for which there is no active market be performed by a third party with no
personal or financial interest in the valuation result.
5.440 According to FASB ASC 962-325-35-1, plan investments should
generally be presented at their fair value4 at the reporting date (see FASB
ASC 962-325-35-3 for special provisions concerning the valuation of insurance
contracts and FASB ASC 962-325-35-5 for special provisions concerning the
valuation of fully benefit-responsive investment contracts).5 FASB ASC 962325-35-1A states that, if significant, the fair value of an investment should
be reduced by brokerage commissions and other costs normally incurred in a
sale (similar to fair value less cost to sell). In accordance with the FASB ASC
glossary, fair value of plan investments is the price that would be received to
sell an asset or paid to transfer a liability in an orderly transaction between
market participants at the measurement date.
Note
ERISA Section 103(b)(3)A requires that investments be measured at current
value at the reporting date. IRC Section 401(a)(28) requires shares to be
valued at fair market value at least annually. The IRS and DOL define fair
market value or current value as the price at which the asset would change
3

For valuation terminology see paragraph 5.409.
See footnote 3 in this chapter.
5
See the "Fully Benefit-Responsive Investment Contracts" section of chapter 5A, "Defined Contribution Retirement Plans," for discussion about fully benefit-responsive investment contracts.
4
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hands between a willing seller when the buyer is not under any compulsion
to buy and the seller is not under any compulsion to sell, and both parties
have reasonable knowledge of relevant facts. See paragraph 5.409 about the
discussion of the different valuation terminology used in this chapter.
5.441 The employer stock valuation used for financial reporting purposes
should be calculated in accordance with valuation methods and assumptions
acceptable under U.S. GAAP. In most situations, the financial statement valuations will not be significantly different from the appraiser's valuation prepared
for the ESOP trustee.6 In cases when there is a significant difference or a material inconsistency, plan management may need to obtain an update to their
valuation to provide the U.S. GAAP measurement of fair value. The notes to
the financial statements may require reconciliation to the Form 5500.
Note
Valuations of employer stock are also used for annual ESOP administration and reporting purposes. Under the IRC, such annual valuations are not
required for shares acquired by the plan prior to January 1, 1987. A best
practice is that all ESOPs holding non-actively traded employer stock obtain
an independent valuation.
5.442 In accordance with "Pending Content" in FASB ASC 962-325-351B, if a plan's fiscal year-end does not coincide with a month-end, the plan may
measure investments and investment-related accounts (for example, a liability
for a pending trade with a broker) using the month-end that is closest to the
plan's fiscal year-end. That election should be applied consistently from year
to year.

Valuation Techniques
5.443 As stated in FASB ASC 962-325-35-2, some plan investments may
not have level 1 inputs to measure fair value. Therefore, the investments will
need to be measured in accordance with the other valuation techniques described in FASB ASC 820, Fair Value Measurement. Examples include unregistered securities and securities that are traded in inactive markets. Valuing
employer stock held by an ESOP may require special attention when determining the fair value of ESOP-owned shares of privately held companies. Also
see chapter 8, "Investments," of this guide for additional guidance on various
types of investments.
5.444 In accordance with FASB ASC 820-10-35-24, a reporting entity
should use valuation techniques that are appropriate in the circumstances
and for which sufficient data are available to measure fair value, maximizing
the use of relevant observable inputs and minimizing the use of unobservable
inputs. The objective of using a valuation technique is to estimate the price at
which an orderly transaction to sell the asset or transfer the liability would take
place between market participants at the measurement date under current
market conditions. Three widely used valuation techniques are the market
approach, cost approach, and income approach. An entity should use valuation
6

See footnote 3 in this chapter.
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techniques consistent with one or more of these approaches to measure fair
value.
Note
Appraisers typically evaluate the market, market participants, observable
information, and other company-specific considerations in determining the
most appropriate method for estimating the value of the employer stock. For
example, the independent valuation generally considers the following:
a. The nature of the employer's business and historical results
b. The general economic outlook and industry-specific condition and outlook
c. The financial condition and book value of the employer
d. The capacity for future earnings of the employer
e. The ability to pay dividends by the employer
f. Any goodwill or intangibles
g. Other stock options or warrants granted to third parties
h. The value of securities of similar public companies
i. The marketability of the employer stock and any control premium or
applicable discounts
ESOP valuations may also recognize other factors, such as the cash flow
requirements of the employer to fund ESOP distributions, including distributions due to diversification provisions, the effect of the tax status of the
employer, the normalization of dividends, and the terms of the equity instrument held by the ESOP.
5.445 FASB ASC 820-10-35-36 states that valuation techniques used to
measure fair value should maximize the use of relevant observable inputs
and minimize the use of unobservable inputs. As stated in FASB ASC 82010-35-36B, a reporting entity should select inputs that are consistent with the
characteristics of the asset or liability that market participants would take
into account in a transaction for the asset or liability. In some cases, those
characteristics result in the application of an adjustment, such as a premium
or discount, for example, a discount for a minority-interest basis (or a premium
related to control) or a discount for limited marketability. However, if there is
a quoted price in an active market (that is, a level 1 input) for an asset or a
liability, a reporting entity should use that quoted price without adjustment
when measuring fair value, except as specified in FASB ASC 820-10-35-41C.
5.446 As discussed in paragraph 5.413, if the employer stock distributed
to participants is not readily tradable on an established market, an ESOP must
provide the participants with a put option that permits them to sell the shares
back to the employer following a distribution for an amount determined based
on a valuation of the shares as of the immediately preceding plan year-end or
other date that is specified in the plan document. Such valuations are required
to comply with the requirements set forth by IRC Section 401(a)(28)(C). If it
is determined that sales of shares back to the employer upon exercise of put
options or a cash distribution constitute the applicable exit transaction for
shares held by an ESOP under FASB ASC 820, FinREC recommends that the
fair value7 of those shares be measured in the ESOP's financial statements at
7

See footnote 3 in this chapter.
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that exit price. This established exit price is the fair value of the shares that
the participant would be allowed to receive under the terms of the plan.

Valuation Reports
5.447 The appraiser issues a valuation report that typically includes such
information as the qualifications of the valuation professional, the valuation
date, the purpose of the valuation, stock ownership characteristics, relevant
company information, an analysis of the economy, an industry outlook, comparative financial information, generally accepted business valuation approaches
with supporting data and assumptions, and the valuation conclusion.
5.448 The plan trustee may also request the appraiser to provide a "fairness opinion" when the ESOP purchases the employer's stock, or the ESOP
receives a tender offer to sell the employer's stock. A fairness opinion is often
issued by the appraiser stating that the overall material financial terms of an
ESOP transaction are "fair" to the ESOP participants from a financial perspective. The ESOP trustee will consider the fairness opinion in deciding whether
to accept or reject the proposed transaction.

Participant Loans
5.449 Participant loans are allowed in an ESOP but are generally only
found in a KSOP. Because the accounting for participant loans in an ESOP is
similar to that of a DC plan, see paragraphs 5.48–.50 for guidance.

Contributions and Contributions Receivable
5.450 For non-leveraged ESOPs, the general provisions for recognizing
contributions receivable are the same as those for other DC plans as discussed
in paragraphs 5.52–.56. For leveraged ESOPs, the employer is frequently required to fund the plan's "current obligations" as that concept is defined in the
plan document. This requirement may result in the recording of an accrued
contribution receivable in the unallocated column, in accordance with paragraph 5.429, to the extent the contribution is intended to benefit participants
for that plan year.
5.451 For tax purposes, employers are allowed to contribute and deduct
payments made to the ESOP after year-end. For a leveraged ESOP, this may
include a payment for interest expense for the ESOP debt that is attributable
to the following plan year.8 This amount may affect the release of shares to
plan participants for plans using the principal and interest method of collateral
release.
Note
Frequently, the preparer of the financial statements will look to the employer's financial statements for consistency in the presentation of the payable
or receivable for contributions. In the case of a leveraged ESOP, such comparison may not be appropriate for several reasons. For an internally leveraged
ESOP (an indirect or inside loan), FASB ASC 718-40-25-9 specifies that the
interest element on the loan between the employer and the plan be disregarded. Therefore, the ESOP may record a payable to the employer for the
interest expense, but the employer would not reflect any interest receivable
8

See IRC Section 404(a)(9).
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or interest income. Similarly, the ESOP may reflect a contribution receivable
with respect to the current payment commitment from the employer on the
ESOP loan. For an indirect or inside loan, the employer's financial statements
do not reflect the ESOP note receivable. An accrued contribution payable to
the ESOP for debt service is reflected on the employer's financial statements
as an expense and a reduction in the "unearned ESOP shares contra account."
When the ESOP enters into a direct loan with an outside party, the employer
records such loan on its financial statements. For both direct and indirect
loans, the employer does not record an accrued contribution for debt service
in its financial statements.
5.452 For a leveraged ESOP, when the employer has guaranteed the
ESOP's debt or has committed to make contributions or pay dividends sufficient
to amortize the ESOP debt, the guarantee or commitment is evaluated in
accordance with FASB ASC 450, Contingencies. In accordance with FASB ASC
450-30-25-1, a contingency that might result in a gain usually should not be
reflected in the financial statements. The guarantee or commitment should be
disclosed in the notes to the financial statements in accordance with FASB
ASC 450-30-50-1.

Rollover Contributions
5.453 Except for KSOPs, rollover contributions are rare in ESOPs. Accounting for rollover contributions in an ESOP is similar to that of a DC plan;
therefore, see paragraphs 5.57–.58 for further discussion.

Other Receivables
5.454 On occasion, legal actions may be brought by ESOP participants
or others against the employer of the ESOP or other fiduciaries. When a legal
settlement is reached and payment is assured before the end of the plan year,
the ESOP may record a receivable as of the ESOP's year-end. For additional
discussion regarding other receivables, see paragraph 5.59.

Forfeitures
5.455 Upon termination of employment, a participant may not be fully
vested in the employer's contributions that have been allocated to his or her
account. The forfeited non-vested portion of the participant's account remains
as a plan asset (either in the participant's account or in a suspense account).
The forfeiture account may only be used or allocated in accordance with the
plan document, and such amounts are not available as collateral on the loan.
FinREC recommends that forfeitures not be shown separately on the face of the
financial statements but, rather, be combined in the appropriate investment
classification.
5.456 Forfeitures can be material, and the potential for improper use of
such funds exists. The plan document typically specifies how forfeitures are
to be used. Generally, for an ESOP, forfeitures are allocated to the remaining
plan participants based on each participant's compensation as a percentage of
the total compensation or some other nondiscriminatory method.
5.457 Additionally, in an ESOP, a participant's account may consist of
employer stock as well as other investments to satisfy the prohibited transaction exemption. The portion of the participant account consisting of employer
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stock is only forfeited after the participant's other investments have been forfeited. See item b in paragraph B-45 of appendix B of this chapter for additional
information about forfeitures.

Leveraged ESOP Debt
5.458 A leveraged ESOP borrows money to acquire shares of the employer
stock. As discussed in paragraphs 5.402–.403 and 5.417–.418, ESOP debt may
originate from various sources. The debt is usually collateralized by shares of
employer stock and is generally repaid by the ESOP from employer contributions and dividends on the employer's stock. As the debt is repaid, shares are
released from the suspense account, and the released shares must be allocated
to individual accounts as of the end of the ESOP's fiscal year.
5.459 Occasionally, the ESOP debt may be restructured. Examples of
restructuring include extending the terms of the debt in order to reduce debt
service payments, or in some cases, reducing the principal balance due on the
debt. In such circumstances, the accounting guidance in FASB ASC 470, Debt,
and associated guidance on debt modifications, troubled debt restructuring,
and debt extinguishment may be applicable.

Accrued Liabilities
5.460 Because the accounting for accrued liabilities, such as administrative expenses, is similar to that of a DC plan, see paragraphs 5.65–.67 for
further discussion. Accrued interest on the ESOP debt is measured as of the
financial statement date and recorded in the unallocated column in accordance
with paragraph 5.429.

Other Liabilities
5.461 Due to the limited liquidity of an ESOP, often, the employer advances cash to the ESOP to cover the ESOP's current distribution obligations.
This advance is an uncollateralized, interest-free loan to the ESOP that needs
to comply with the requirements of DOL Prohibited Transaction Class Exemption 80-26. Due to the relationship between the employer and the ESOP, often,
these advances are not repaid in cash but are converted to an employer contribution. Details of these advances (non-collateralized interest-free loans) that
are outstanding at year-end should be disclosed in the notes to the financial
statements as well as any advances that may have been made and repaid by
the end of the plan year through employer contributions. See paragraphs B48–B-49 of appendix B of this chapter for further information about employer
advances.

Changes in Net Assets Available for Benefits
5.462 In accordance with paragraph 5.429, for a leveraged ESOP, items
of plan activity that would typically be presented in the unallocated column
on the statement of changes in net assets available for benefits include the
following:
a. Employer contributions applied or to be applied to principal and
interest payments for the plan year
b. Any dividends on collateral applied or to be applied to debt service
for the plan year
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c. Interest expense on the debt for the current year
d. Net appreciation (depreciation) in fair value of unallocated employer stock
e. Transfer of released shares of employer stock at fair value as debt
service is repaid
5.463 In accordance with paragraph 5.429, for a leveraged ESOP, items
of plan activity that are typically presented in the allocated column on the
statement of changes in net assets available for benefits include the following:
a. All other employer contributions not applied or to be applied to
principal and interest payments for the plan year
b. Dividends not applied or to be applied to current-year debt service
c. Net appreciation (depreciation) in fair value of investments allocated to participants
d. Earnings on other trust assets
e. Any distributions paid to participants
f. Any plan expenses allocated to participants
g. Transfer of released shares of employer stock at fair value as debt
service is repaid
5.464 When the following items are used to pay debt service in the current
period, FinREC recommends that such amounts be shown in the allocated
column when earned by the ESOP and transferred to the unallocated column
in the period applied to debt service:

r
r
r

Dividends on allocated shares
Accumulated dividends on unallocated shares or earnings on such
amounts that were not applied to debt service in a prior period
Contributions from prior periods or earnings on such amounts

5.465 The statement of changes in net assets available for benefits should
be prepared on a basis that reflects income credited to participants in the plan
and net appreciation or depreciation in the fair value of only those investments
contracts that are not deemed to be fully benefit-responsive (see paragraph
5.39 for further guidance).
5.466 According to "Pending Content" in FASB ASC 962-205-45-7 (unless
otherwise noted), information about changes in net assets available for benefits
is intended to present the effects of significant changes in net assets during the
year and should present, at a minimum, all of the following (for the 401(k)
portion of a KSOP, refer to paragraph 5.69):
a. The net appreciation or depreciation in fair value. Net appreciation
or depreciation includes realized gains and losses on investments
that were purchased and sold during the period as well as unrealized appreciation or depreciation of the investments held at year
end.
Also see chapter 8 of this guide for further guidance on fair value
disclosures.
b. Investment income, exclusive of changes in fair value described in
preceding item a.
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For ESOPs, this would generally include dividends received on the
employer stock. Additionally, some ESOPs may allow participants
to elect to have cash dividends from employer stock that is held in
their account be either reinvested in their account or distributed
to them as a cash payment from the employer (pass-through dividends). These pass-through dividends can either be paid by the
employer directly to the participant or paid to the participant from
the ESOP. FinREC recommends that such pass-through dividends
be recorded as dividend income on the ex-dividend date and then
recorded as a distribution when paid out to the participant on the
statement of changes in net assets available for benefits even if such
amounts are paid directly to the participant from the employer.
Note
Dividends paid on C corporation stock and distributions paid on S corporation
stock are payments of corporate earnings based on share ownership. When
such dividends or distributions are paid to an ESOP, they must be allocated
to ESOP participant accounts pursuant to the plan provisions. Most S corporations distribute part of their earnings to help owners pay their taxes. S
corporation distributions received by an ESOP on both allocated and unallocated shares can be used to repay the ESOP debt in addition to repurchasing
shares or to add diversity to employee accounts. However, S corporation distributions are not tax deductible. See paragraph B-8 of appendix B of this
chapter for further discussion about dividends.
c. Certain registered investment companies and other investment
funds pay dividends or capital gain distributions that are reinvested into the plan. FinREC recommends dividends be considered investment income and shown separately from changes in fair
value. FinREC recommends capital gain distributions be considered either investment income and shown separately from changes
in fair value or included as part of the net change in fair value.
d. Contributions from employers segregated between cash and noncash contributions (a noncash contribution should be recorded at
fair value; the nature of noncash contributions should be described
either parenthetically or in a note to the financial statements).
Note
In the event that contributions, dividends, or earnings on those amounts from
prior periods are applied to debt service in the current period, a transfer out of
the allocated column to the unallocated column is recorded for such amounts
in a leveraged ESOP in accordance with paragraphs 5.429 and 5.463.
e. Benefits paid to participants. Benefits are only recorded when paid.
In accordance with paragraph 5.429, for a leveraged ESOP, benefits
paid to participants are reported in the allocated column. Generally, private company ESOPs make cash distributions or distribute
shares that are then redeemed by the employer or an affiliate. However, certain ESOPs may distribute stock and immediately repurchase those shares with other plan assets or with a note. Should
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such transactions take place, it is important for the financial statements to report the distributions.
f. Administrative expenses. See DOL Advisory Opinion No. 2001-01A
for guidance on expenses that are considered proper plan expenses.
5.467 The minimum presentation items listed in the preceding paragraph
should be made to the extent that they apply to an ESOP. In accordance with
FASB ASC 962-205-45-8, the list of minimum presentation items is not intended to limit the amount of detail or the manner of presenting the information, and sub-classifications or additional classifications may be useful. Other
changes in net assets available for benefits should also be presented separately
in the financial statements if they are significant. In accordance with item (d)
in paragraph 5.71, FinREC recommends that other expenses, such as interest
expense on debt or short sales, bank borrowings, margin accounts, and reverse
repurchase agreements be presented separately in the statement of changes in
net assets available for benefits, if they are significant. For a leveraged ESOP,
this would include the interest expense on the ESOP debt. In accordance with
paragraph 5.429, interest expense is reported in the unallocated column to
match the debt that is reported in the unallocated column.

Participant Benefits, Distributions, and Withdrawals
5.468 The amount, timing, and form of participant benefits, distributions,
and withdrawals are determined in accordance with the plan document. The
plan administrator, or his or her agent, is responsible for determining that
any disbursements of plan assets satisfy the requirements set forth in the plan
instrument and related documents and are otherwise consistent with ERISA.
As with other types of defined contribution plans, the amount of benefits a
participant will ultimately receive is generally not determined until the time
of payment. ESOPs are similar to other DC plans with respect to beneficiary
rights (for example, notices, reporting, and withholding). See paragraphs B-23–
B-24 of appendix B of this chapter for the unique aspects of ESOP distribution
options.

Benefit Payments
5.469 Benefits are recorded when paid because all net allocated assets
of the plan are available to pay benefits. Each plan document has provisions
for how and when participants will be eligible to receive benefits and the form
of such benefits. Benefit payments may be made as current or deferred lump
sum payments or installment payments in cash or employer stock. Such provisions are generally disclosed in the notes to the financial statements as part
of the plan's description. Due to the concentration of the ESOP's investments
in employer stock, the uncertainties inherent in estimates and assumptions
used to value the employer stock, the different ways in which benefit payments
may be funded by the employer, and the timing of the deferred distributions,
disclosures may be needed relating to risks and uncertainties and subsequent
events. See paragraphs 5.490–.491 for further discussion. See paragraphs B25–B-27 of appendix B of this chapter for a discussion of the plan's cash flow
related to the funding of distributions.

Floor Price Protection
5.470 A unique feature in certain leveraged ESOPs is the concept of floor
price protection. Floor price protection provides certain plan participants with
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a promise from the employer to purchase shares distributed by the plan to such
person at the greater of the floor price or the appraised value. This protection
is typically provided as part of the negotiations for a subsequent leveraged
ESOP transaction because the addition of new ESOP debt frequently results
in a decline in the stock price. The ESOP trustee negotiates with the employer
to protect the interest of some or all the participants for a stated period of
time. The plan is not a party to this protection because it is provided by the
employer to an eligible set of participants under the negotiated terms. Generally, protection is negotiated for participants that are near retirement, who are
taking a distribution for reasons not within their control (for example, death
or disability) or who otherwise separated from service before the transaction
took place. The ESOP only makes a distribution at the appraised value of the
employer stock. To the extent the floor price exceeds the appraised value; it is
an obligation of the employer and not the ESOP. FinREC recommends that the
existence and general provisions of the floor price protection be disclosed in the
notes to the financial statements.

Plan Expenses
Interest Expense
5.471 Interest expense on the ESOP debt is paid by the plan and is
recorded in the unallocated column on the statement of changes in net assets available for benefits for a leveraged ESOP, in accordance with paragraph
5.429.

Administrative Expenses
5.472 Certain expenses may be paid on behalf of the plan by the employer.
However, an ESOP may pay administrative and investment-related expenses
out of plan assets provided that the plan document allows for such payments.
DOL rules and regulations help clarify which expenses can be charged to a plan.
Payment of improper expenses from a qualified plan is a breach of fiduciary
duties and may be considered a nonexempt transaction. For example, expenses
incurred relating to the formation of the plan (such as settlor functions) would
not be considered reasonable for the plan. Settlor functions include decisions
relating to the formation, design, and termination of the plan.9 Expenses incurred related to implementing settlor decisions may be reasonable expenses of
the plan. See the DOL-issued publication, Understanding Retirement Plan Fees
and Expenses, and DOL Advisory Opinion No. 2001-01A to better understand
and evaluate plan fees and expenses.
Note
ESOPs of C corporations generally do not pay plan expenses out of plan assets
due to the lack of liquidity and the effect on their allowable tax deductions. In
contrast, ESOPs of S corporations frequently pay plan expenses because the
plan may be accumulating cash from the S corporation distributions. If the
plan pays allowable administrative expenses, such expenses are allocated to
the participants like other DC plans and recorded in the allocated column, in
accordance with paragraph 5.429.

9
Employers may want to consult with legal counsel when determining whether fees are considered settlor fees.
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5.473 In addition to the expenses described in the "Plan Expenses" section
of chapter 5A, ESOP expenses may include appraisal fees.

Financial Statement Disclosures
5.474 According to FASB ASC 962-205-50-1 (unless otherwise noted or in
the case of a KSOP), the financial statements should disclose, if applicable, all
of the following:
a. In accordance with "Pending Content" in FASB ASC 962-325-50-1,
disclosure of a DC plan's accounting policies should include a description of the valuation techniques and inputs used to measure
the fair value less costs to sell, if significant, of investments (as required by FASB ASC 820-10-50) and a description of the methods
and significant assumptions used to measure the reported value of
insurance contracts (if any). However, DC plans are exempt from
the requirements in item (a) in FASB ASC 820-10-50-2B to disaggregate assets by nature, characteristics, and risks. The disclosures
of information by classes of assets required by FASB ASC 820-1050 should be provided by general type of plan assets consistent with
FASB ASC 962-325-45-5. In addition to the requirements in FASB
ASC 235, Notes to Financial Statements, these disclosures would
also include, as applicable
i. basis of accounting (if other than GAAP).
ii. use of estimates.
iii. notes receivable from participants (such as in a KSOP).
iv. investment valuation and income recognition.
v. payment of benefits.
vi. risks and uncertainties.
Note
Due to the concentration of the ESOP's investments in employer stock, the
uncertainties inherent in the estimates and assumptions used to value the
employer stock, and the different ways in which benefit payments and diversification provisions may be funded by the employer (as discussed in paragraphs 5.415 and 5.469), disclosures may be needed relating to risks and
uncertainties. See paragraph 5.490 for further guidance.
b. "Pending Content" in FASB ASC 962-325-50-2A states, if applicable, a plan should disclose the accounting policy election to measure
investments and investment-related accounts using the month-end
that is closest to the plan's fiscal year-end in accordance with FASB
ASC 962-325-35-1B and the month-end measurement date.
c. "Pending Content" in FASB ASC 962-325-50-2B states, if a plan
measures investments and investment-related accounts in accordance with FASB ASC paragraph 962-325-35-1B and contributions, distributions, and/or significant events (such as a plan
amendment, a merger, or a termination) occur between the monthend date used to measure investments and investment-related
accounts and the plan's fiscal year-end, the plan should disclose
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the amounts of those contributions, distributions, or significant
events.
d. A brief, general description of the plan agreement, including, but
not limited to, vesting and allocation provisions and the disposition of forfeitures. For an ESOP, this disclosure would typically
include the voting rights; distribution policy, including diversification provisions; and the accounting policy for reinvested dividends
and capital gain distributions. If a plan agreement or a description
providing this information is otherwise published and made available, this description may be omitted from the financial statements
provided that reference to the other source is made.
Note
The description of the plan generally includes who may participate, when
a participant becomes eligible to enter the plan, and termination provisions
(see the illustrative financial statement disclosures in note A to exhibit D-1
in appendix D of this guide).
e. A description of significant plan amendments adopted during the
period and the effects of such amendments on net assets if significant either individually or in the aggregate.
f. The amount of unallocated assets, as well as the basis used to allocate asset values to participants' accounts if that basis differs from
the one used to record assets in the financial statements. The most
common example of this disclosure requirement is the segregation
of ESOP shares held as collateral on the ESOP debt from the shares
released from collateral and allocated to plan participants.
g. The basis for determining contributions by employers and, for a
contributory plan, the method of determining participants' contributions.
h. Plans subject to the minimum funding requirements of ERISA,
such as money purchase pension plans, should disclose whether
those requirements have been met. If a minimum funding waiver
has been granted by the IRS or if a request for a waiver is pending
before the IRS, that fact should be disclosed.
i. If significant costs of plan administration are being absorbed by the
employer, that fact should be disclosed in the notes to the financial
statements.
j. The policy regarding the purchase of contracts with insurance entities that are excluded from plan assets. (See paragraphs 6.32–.36
of this guide for a description of allocated and unallocated funding
arrangements and when such arrangements should be excluded
from plan assets.)
k. The federal income tax status of the plan, if a favorable determination letter has not been obtained or maintained. ERISA requires
that financial statements filed with the Form 5500 include disclosure of "information concerning whether a tax ruling or determination letter has been obtained," which is more than is required by
FASB ASC 960, Plan Accounting—Defined Benefit Pension Plans.
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l. In accordance with FASB ASC 962-325-45-8, if a DC plan provides for participant-directed and nonparticipant-directed investment programs (as may be the case in a KSOP), the plan should
disclose information in the financial statements about the net assets and significant components of the changes in net assets relating to the nonparticipant-directed program with such reasonable
detail, either in the financial statements or accompanying notes,
as is necessary to identify the types of investments and changes
therein. (See paragraph 5.26.)
m. In accordance with FASB ASC 850, Related Party Disclosures, material related party transactions, for example, employer stock or
transfers between related plans. For plan expenses, see item (v)
that follows and paragraphs 5.74–.76. As described in paragraph
A.52 of appendix A, "ERISA and Related Regulations," of this guide,
ERISA requires the disclosure of agreements and transactions with
persons known to be parties in interest. As described in chapter 2,
"Planning and General Auditing Considerations," of this guide not
all parties in interest are related parties under GAAP.
n. As required by ERISA, an explanation of the differences, if any,
between the information contained in the financial statements and
the amounts reported on the Form 5500, Schedule H.
o. Guarantees by others of debt of the plan. Frequently, the employer
will guarantee the debt of the ESOP but is not required to.
p. Amounts allocated to accounts of persons who have elected to withdraw from the plan but have not yet been paid.
q. The amount and disposition of forfeited non-vested accounts.
Specifically, identification of those amounts that are used to reduce
future employer contributions, expenses, or reallocated to participants accounts, in accordance with the provisions of the plan document.
r. In accordance with FASB ASC 855, Subsequent Events, significant
subsequent events that may affect the usefulness of the financial
statements.
Note
Due to timing of the deferred distributions and when the election for diversification is made (as discussed in paragraphs 5.415 and 5.469), disclosures may
be needed relating to subsequent events for such distributions. See paragraph
5.491 for further guidance.
s. Commitments and contingencies in accordance with FASB ASC
440, Commitments, and FASB ASC 450 (for example, future capital
commitments for investments).
t. In accordance with "Pending Content" in FASB ASC 962-325-503, for fully benefit-responsive investment contracts, such as in the
case of a KSOP, see required disclosures in paragraph 5.77t.
u. Amounts paid to affiliates or related parties (such as advisory fees,
administration fees, brokerage commissions, and sales charges)
should be disclosed in accordance with FASB ASC 850. FASB ASC
850 requires disclosures of material related party transactions,
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other than compensation arrangements, expense allowances, and
other similar items in the ordinary course of business. Significant
provisions of related party agreements, including the basis for determining management, advisory, administration, and also other
amounts paid to affiliates or related parties, should be described in
a note to the financial statements.
v. Other disclosures elsewhere in the guide (for example, see the master trust disclosures and the disclosures relating to fair value measurements of investments, including the fair value measurements
in certain entities that calculate net asset value (NAV) per share
(or its equivalent) in chapter 8 of this guide).
5.475 In addition, for an ESOP, the following disclosures should be made,
if applicable:
a. The existence of the participant's right upon receipt of a stock distribution to put the shares back to the plan sponsor and the general
terms of such put option. ERISA requires disclosure of any agreements with persons known to be a party in interest. Put option
rights also represent commitments of the employer (and possibly,
if elected, the plan) and are subject to disclosure under FASB ASC
440-10-50-1. The put option rights are discussed in paragraph 5.414
and paragraphs B-23–B-24 of appendix B of this chapter. In item
(c)(iv) in paragraph A.52 in appendix A of this guide discusses the
ERISA requirements for disclosure of any agreements with persons
known to be a party in interest.
b. Details of advances (noncollaterized interest-free loans) made by
the employer that are outstanding at year-end as well as any
advances that may have been made and repaid or otherwise retired by the end of the plan year through employer contributions to
meet distribution obligations. Such advances would be considered
a related party transaction subject to disclosure under FASB ASC
850-10-50-1. See paragraph 5.461 for discussion of noncollaterized
interest-free loans.
c. The general terms of the ESOP loan, collateral release methodology, interest rate, collateral, or guarantees. The disclosure should
include debt service payments separately for each of the next five
years. ERISA requires that material and other commitments be disclosed, as discussed in item (c)(iii) in paragraph A.52 of appendix
A of the guide. Additionally, FASB ASC 962-205-50-1 requires disclosure of guarantees by others of debt of the plan. FASB ASC
470-10-50-1 requires disclosures of debt service commitments for
each of the next five years, and FASB ASC 440-10-50-1 requires
disclosures of the details of debt.
d. Comparison of the current and prior year shares and value for the
allocated and unallocated ESOP shares. FASB ASC 962-205-50-1
requires that the amount of unallocated assets be disclosed, and
FASB ASC 962-205-S99-1 requires that, where appropriate, the
number of units and the net asset value per unit be disclosed.
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Note
This list is not intended to modify the disclosure requirements of FASB ASC
962, but, rather, to serve as a reference to the major requirements. This
list does not include information required by ERISA to be disclosed in the
schedules filed as part of a plan's annual report. In this connection, it is
important to note that disclosure of this information only on the face of the
financial statements or in the notes to the financial statements, or both, but
not in the schedules, is not acceptable under ERISA reporting standards.
5.476 FinREC also recommends that the following disclosures be made,
if significant:
a. The accounting policy for corrective distributions, as it may apply
in a KSOP, as discussed in paragraph 5.67.
b. Employer contributions relating to the correction of operational
defects or other nonrecurring items. (See the discussion of employer
contributions in paragraph 5.69d.)
c. Along with the disclosures relating to forfeitures in paragraph
5.474q, include the amount of forfeitures available as of the end
of the year and the amount of forfeitures used or allocated during
the year. (See paragraphs 5.60–.62 for a discussion of forfeitures.)
d. As discussed in paragraph 5.78d, when a plan holds significant
other plan assets, such as in a KSOP, the significant terms of expense offset arrangements with third parties whereby expenses
are netted against income. Expense offset arrangements generally
consist of fees being paid to a third-party service provider (for example, recordkeeper) directly through the use of investment fee
rebates made available by the plan's separate third-party investment manager.
e. The existence and general provision of any floor price protection.
See paragraph 5.470 for discussion of floor price protection.
5.477 ERISA Section 2520.103-1(b)(3) requires the notes to the financial
statements to include certain disclosures. See paragraph A.52 of appendix A of
this guide for a listing of those disclosures.

Fair Value Measurements
5.478 For an ESOP that holds significant other investments (such as in
the case of a KSOP), see chapter 8 of this guide for required disclosures relating
to fair value measurements in accordance with FASB ASC 820, including the
fair value measurement of investments in certain entities that calculate NAV
per share.
5.479 FASB ASC 820-10-50-1 states that a reporting entity should disclose
information that helps users of its financial statements assess both of the
following:
a. For assets and liabilities that are measured at fair value on a recurring or nonrecurring basis in the statement of financial position
after initial recognition, the valuation techniques and inputs used
to develop those measurements
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b. For recurring fair value measurements using significant unobservable inputs (level 3), the effect of the measurements on earnings
(or changes in net assets) or other comprehensive income for the
period.
5.480 To meet the objectives in FASB ASC 820-10-50-1, a reporting entity
should disclose, at a minimum, the information contained within "Pending
Content" in items (a–h) in FASB ASC 820-10-50-2.
5.481 For employee benefit plans other than those plans that are subject
to the SEC's filing requirements, item (bbb)(2) in FASB ASC 820-10-50-2 is
deferred indefinitely for investments held by the ESOP in the employer's nonpublic stock. The deferral relates to the requirement that a reporting entity
present quantitative information about the significant unobservable inputs
used in the fair value measurement. It is important to note that both a description of the valuation technique(s) and the inputs used in the fair value
measurement are requirements that are not deferred for recurring and nonrecurring fair value measurements categorized within level 2 and level 3 of the
fair value hierarchy.
5.482 If there has been a change in valuation technique (for example,
changing from a market approach to an income approach or the use of an additional valuation technique), the reporting entity should disclose that change
and the reason(s) for making it.
5.483 Disclosure of the process as required by item (f) in FASB ASC
820-10-50-2 is also not deferred. Therefore, disclosure of a description of the
valuation processes used by the reporting entity (how an entity decides its
valuation policies and procedures and analyzes changes in fair value measurements from period to period) is required. See note D of exhibit D-3, "Fair Value
Measurements," in appendix D of this guide for an illustrative disclosure on
the valuation process for an ESOP.

Financial Instruments
5.484 FASB ASC 825-10-50-10 requires reporting entities, except for those
covered by an exemption10 for which the disclosure is optional, to disclose
a. either in the body of the financial statements or in the accompanying notes, the fair value of financial instruments for which it is
practicable to estimate fair value;11
10
According to "Pending Content" in FASB ASC 825-10-50-3, for annual reporting periods, the
disclosure guidance related to fair value of financial instruments in paragraphs 10–19 of FASB ASC
825-10-50 applies to all entities but is optional for a plan that meets all the following criteria:
a. The plan is a nonpublic entity.
b. The plan's total assets are less than $100 million on the date of the financial statements.
c. The plan has no instrument that, in whole or in part, is accounted for as a derivative
instrument under FASB ASC 815, Derivatives and Hedging, other than commitments
related to the origination of mortgage loans to be held for sale during the reporting
period. For purposes of this disclosure guidance, a receive-variable, pay-fixed interest
rate swap for which the simplified hedge accounting approach (see FASB ASC 815-20)
is applied should not be considered an instrument that is accounted for as a derivative
instrument under FASB ASC 815.
11
In accordance with FASB ASC 825-10-50-11, fair value disclosed in the notes should be
presented together with the related carrying amount in a form that makes it clear whether the fair
value and carrying amount represent assets or liabilities and how the carrying amounts relate to
what is reported in the statement of net assets available for benefits.

AAG-EBP 5.480

©2016, AICPA

Employee Stock Ownership Plans

205

b. the method(s) and significant assumptions used to estimate the fair
value of financial instruments consistent with the requirements of
"Pending Content" in item (bbb) in FASB ASC 820-10-50-2,12 except
that a reporting entity is not required to provide the quantitative
disclosures about significant unobservable inputs used in fair value
measurements categorized within level 3 of the fair value hierarchy
required by that paragraph;
c. a description of the changes in the method(s) and significant assumptions used to estimate the fair value of financial instruments,
if any, during the period; and
d. the level of the fair value hierarchy within which the fair value
measurements are categorized in their entirety (level 1, 2, or 3).
5.485 For financial instruments recognized at fair value in the statement
of financial position, the disclosure requirements of FASB ASC 820 also apply.
Generally, financial instruments of a DC plan are included in the scope of FASB
ASC 825, Financial Instruments, and are subject to the disclosure requirements
in FASB ASC 825-10-50. However, "Pending Content" in FASB ASC 825-10-508 states that the disclosures about fair value prescribed in paragraphs 10–16 of
FASB ASC 825-10-50 are not required for fully benefit-responsive investment
contracts held by an employee benefit plan. See appendix D of this guide for an
illustration of the application of FASB ASC 825 for ESOP debt.

Risks and Uncertainties
Note
The conclusions reached in paragraph BC22 of Part II of FASB Accounting
Standards Update (ASU) No. 2015-12 discusses that although the disclosure
requirement for investments that represent 5 percent or more of net assets
available for benefits is eliminated plans are still required to comply with
the disclosure requirements in FASB ASC 275, Risks and Uncertainties and
FASB ASC 825 relating to concentration of credit risk.
5.486 "Pending Content" in FASB ASC 275-10-50-1 requires plans to include in their financial statement disclosures the (a) nature of their operations
and (b) use of estimates in the preparation of financial statements. In addition,
if specific criteria are met, FASB ASC 275, requires plans to include in their
financial statements disclosures about (a) certain significant estimates and (b)
current vulnerability due to certain concentrations.
5.487 In accordance with FASB ASC 275-10-50-8, certain significant estimates should be made when known information available before the financial
statements are issued or are available to be issued (as discussed in FASB ASC
855-10-25) indicates that both (a) it is at least reasonably possible that the
estimate of the effect on the financial statements of a condition, situation, or
set of circumstances that existed at the date of the financial statements will
change in the near term due to one or more future confirming events, and (b)
the effect of the change would be material to the financial statements.
12
"Pending Content" in item (bbb) in FASB ASC 820-10-50-2 contains required disclosures for
fair value measurements categorized within level 2 and level 3 of the fair value hierarchy. See the
specific FASB ASC section for further details.
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5.488 FASB ASC 275-10-50-16 states that vulnerability from concentrations arises when a plan is exposed to risk of loss greater than it would have
had it mitigated its risk through diversification. Many plan's participants may
be concentrated in a specific industry that carries with it certain risks. Plans
may also hold investments and other assets (other than financial instruments
for which concentrations are covered by FASB ASC 825, rather than FASB ASC
275) that are concentrated in a single industry or in a single geographic area.
FASB ASC 275-10-50-16 also states that the financial statements should disclose the concentrations if, based on information known to management before
the financial statements are issued or are available to be issued (as discussed
in FASB ASC 855-10-25), all of the following criteria are met:
a. The concentration exists at the date of the financial statements.
b. The concentration makes the plan vulnerable to the risk of a nearterm severe impact.
c. It is at least reasonably possible that the events that could cause
the severe impact will occur in the near term.
5.489 Because the disclosure requirements of FASB ASC 275, in many
circumstances, are similar to or overlap the disclosure requirements in certain
FASB ASC sections (for example, FASB ASC 450), in accordance with "Pending
Content" in FASB ASC 275-10-50-1, the disclosures required by FASB ASC 275
may be combined in various ways, grouped together, or placed in diverse parts
of the financial statements or included as part of the disclosures made pursuant
to the requirements of other FASB ASC topics.
5.490 ESOP investments consist primarily of the employer's common
stock, which is exposed to various risks, such as interest rate, market, and
credit risks, and which is estimated using valuation assumptions based on
earnings, cash flows, or other techniques. Due to the level of risk associated
with the investment in the common stock and to uncertainties inherent in estimates and assumptions, changes in the value of the common stock that occur
in the near term may materially affect the amounts reported in the statement
of net assets available for benefits. Disclosures may be needed relating to significant estimates, concentration of the ESOP's investments in employer stock
or broad risks in accordance with FASB ASC 275-50.

Subsequent Event Considerations for ESOPs
5.491 Accounting and reporting requirements for subsequent events is
provided in FASB ASC 855. Subsequent events that may occur after year end
with respect to an ESOP include, the refinancing of the ESOP indebtedness,
a significant purchase or sale of employer stock, a change in the business
structure of the plan sponsor or significant employer contributions required to
fund distribution elections including diversification provisions. See paragraphs
5.415–.416 and 5.469 for further discussion.

Prohibited Transactions and Party in Interest Transactions
5.492 ERISA provides an ESOP with certain exemptions from the prohibited transaction rules. Specifically, ERISA permits an ESOP to purchase
employer stock from a party in interest and incur debt. See the discussion in
the section "Consideration of Laws and Regulations and Prohibited Transactions" of chapter 2 of this guide and appendix B of this chapter.
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Plan Mergers and Spin-Offs
5.493 Plan mergers and spin-offs are rare in ESOPs due to the complex
rules governing such plans. Considerations should be given to mergers of additional 401(k) plans into an existing KSOP as well as revaluation of employer
stock due to company mergers. For further discussion on plan mergers and
spin-off, see paragraphs 5.99–.102.

Terminating Plans (Full and Partial)
5.494 ESOPs may be terminated for a number of reasons, such as when
a change in control of the employer occurs; company management concludes
that the ESOP is no longer appropriate; the employer stock no longer satisfies
the definition of a qualifying employer security as required under the law; or
the employer encounters financial difficulties. The ESOP termination process
is described in paragraph B-50 of appendix B of this chapter. FASB ASC 962-40
provides guidance for terminating defined contribution plans.
Note
When terminating an ESOP, due to a change in control of the employer, a
funded escrow account may be established in which the ESOP holds a beneficial interest. In certain situations, the determination of the final valuation of
the employer stock may involve contingencies such as a potential additional
payment due from the buyer to the ESOP in the event specific conditions
are met or events occur. It is important for the employer to evaluate these
circumstances to determine whether they are recorded as an investment of
the ESOP or a receivable; or constitute a contingent claim to future payments subject to disclosure only. Further, such items are to be evaluated to
determine whether they give rise to a reportable nonexempt transaction.
5.495 If the liquidation of a plan is deemed to be imminent (as defined
in FASB ASC 205-30-25-2) before the end of the plan year, the plan's yearend financial statements should be prepared using the liquidation basis of
accounting. FASB ASC 205-30-25-2 states that liquidation is imminent when
either of the following occurs:
a. A plan for liquidation has been approved by the person or persons
with the authority to make such a plan effective, and the likelihood
is remote that any of the following will occur:
i. Execution of the plan will be blocked by other parties
ii. The entity will return from liquidation
b. A plan for liquidation is imposed by other forces (for example, involuntary bankruptcy), and the likelihood is remote that the entity
will return from liquidation.
5.496 FASB ASC 205-30 requires financial statements prepared using
the liquidation basis of accounting to present relevant information about an
entity's expected resources in liquidation by measuring and presenting assets
at the amount of the expected cash proceeds from liquidation. The entity should
include in its presentation of assets any items it had not previously recognized
under U.S. GAAP but that it expects to either sell in liquidation or use in
settling liabilities.
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5.497 In accordance with FASB ASC 205-30, the entity should recognize
and measure its liabilities in accordance with GAAP that otherwise applies to
those liabilities. The entity should not anticipate that it will be legally released
from being the primary obligor under those liabilities, either judicially or by
creditor(s). The entity also is required to accrue and separately present the
costs that it expects to incur and the income that it expects to earn during
the expected duration of the liquidation, including any costs associated with
sale or settlement of those assets and liabilities. Additionally, FASB ASC 20530-25 requires disclosure about an entity's plan for liquidation, the methods
and significant assumptions used to measure assets and liabilities, the type
and amount of costs and income accrued, and the expected duration of the
liquidation process.
Note
FASB ASC 205-30 is effective for entities that determine liquidation is imminent during annual reporting periods beginning on or after December 15,
2013, and interim reporting periods therein. Entities should apply the requirements prospectively from the day that liquidation becomes imminent.
Early adoption is permitted. However, plans that are already using the liquidation basis of accounting as of the effective date are not required to apply
the FASB ASC 205-30. Instead, those plans should continue to apply the
guidance in FASB ASC 962-40-25 until they have completed liquidation.
The AICPA Employee Benefit Plans Expert Panel developed Q&A sections
6931.18–.30 (AICPA, Technical Questions and Answers) to provide nonauthoritative guidance when applying FASB ASC 205-30 to the accounting for
primarily single-employer DB and DC retirement plans. Although the information contained in these Q&As may be specific to a single-employer defined
benefit or DC plan, the information may be relevant when considering the termination of all types of plans, including single-employer health and welfare
plans and multiemployer plans.
These Q&As discuss the different types of plan terminations and the related
processes, which may be helpful when determining whether liquidation is
imminent, and address numerous issues, such as whether the liquidation
basis of accounting applies to partial plan terminations or plan mergers,
the presentation of fully benefit-responsive investment contracts, and the
presentation of comparative financial statements.
See Q&A section 6931, Financial Statement Reporting and Disclosure—
Employee Benefit Plans (AICPA, Technical Questions and Answers). Readers
are encouraged to read these Q&As as a collective set of guidance.
5.498 When an ESOP is ultimately terminated, the interest of each participant in the trust fund is distributed to such participant or his or her beneficiary
at the time prescribed by the plan terms and the IRC. Commonly, the ESOP
trustee will pay all liabilities and expenses of the trust fund and will sell shares
of financed common stock held in the loan suspense account to the extent it
determines such sale to be necessary in order to repay outstanding ESOP loans.
5.499 Generally, the termination process for an ESOP includes the following:
a. Decision to terminate the plan through resolution of the governing
body
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b. Amendment of the plan to terminate and cease benefit accruals.
(Note: The plan must be brought up to date with all required amendments through the termination date.)
c. Satisfaction, repayment, or other settlement of the ESOP debt, if
any
d. Notification of participants concerning the termination
e. Application for a determination letter from the IRS (Form 5310, Application for Determination for Terminating Plan) about whether
the plan termination affects the qualified status of the plan. The
application for a determination letter is optional for an ESOP plan.
If filed, it must be filed with the IRS within a year of the proposed
termination date. Additionally, plan management or the trustee
is not required to hold the assets until a favorable determination
letter is issued but usually will do so as a safety feature to ensure
that distributions will receive the favorable tax treatment.
f. Distribute the ESOP assets as soon as it is administratively feasible. Note: If actions are taken to terminate an ESOP but the
assets are not distributed as soon as administratively feasible,
the ESOP is not considered terminated for purposes of IRC Section 401(a), "Qualified Pension, Profit-Sharing, and Stock Bonus
Plans." The ESOP's qualified status must be maintained until the
ESOP is terminated in fact. In accordance with the "IRS Retirement
Plans FAQs regarding Plan Terminations," whether distributions
are made as soon as it is administratively feasible is determined
under all the facts and circumstances of a given case but, generally, the IRS views this to mean within one year after the ESOP
termination.13
Note
When an employer experiences financial difficulties or files for bankruptcy,
a decision may be made to terminate the ESOP, resulting in 100 percent
vesting of all participants. The ESOP stock would be appraised as of the
financial statement date. Distributions would then proceed as called for in
the plan document and distribution policy. In some situations, the plan or
distribution policy might be amended to accelerate the timing of distributions
in connection with the liquidation of the plan.
5.500 When a leveraged ESOP liquidates, the ESOP debt is generally
repaid by a transfer of the shares held as collateral to the lender. When the
value of the shares held as collateral is not sufficient to pay the outstanding
debt, the deficit is generally absorbed by the employer. When the value of the
shares held as collateral exceeds the amount of the outstanding debt the excess
is allocated to the participants.

Going Concern
5.501 In August 2014, FASB issued ASU No. 2014-15, Presentation
of Financial Statements—Going Concern (Subtopic 205-40): Disclosure of
13
This document is available at www.irs.gov/Retirement-Plans/Retirement-Plans-FAQsregarding-Plan-Terminations.
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Uncertainties about an Entity's Ability to Continue as a Going Concern. This
requires management to evaluate whether there are conditions or events, considered in the aggregate, that raise substantial doubt about an entity's ability
to continue as a going concern within one year after the date that the financial statements are issued or available to be issued and to provide for related
disclosures in the notes to the financial statements. The amendments to this
ASU are effective for the annual period ending after December 15, 2016, and
for annual and interim periods thereafter. Early application is permitted. This
guidance applies to all entities. If early adopting, see the guidance in section
H.01 in appendix H, "Guidance Updates," of this guide.

Note
In January 2015, the AICPA Auditing Standards Board issued four auditing
interpretations to address some of the effects of the accounting standards on
going concern. If FASB ASU No. 2014-15 is adopted early, these auditing interpretations to AU-C section 570, The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern (AICPA, Professional Standards),
address the following topics:

r
r
r
r

The definition of substantial doubt about an entity's ability to continue as a going concern
The definition of reasonable period of time
Interim financial information
Consideration of financial statement effects

See Interpretation Nos. 1–4 in AU-C section 9570 and aicpa.org to view these
interpretations. (www.aicpa.org/Research/Standards/AuditAttest/Pages/
RecentAAInterpretations.aspx.)

Changes in Service Organization
5.502 Changes in service organizations, such as appraisers, recordkeepers, trustees, custodians, or auditors are common for an ESOP. Such changes
may result in the following:
a. The Form 5500 requires disclosure for any change in independent
auditors on Schedule C, Part III—Termination Information on Accountants and Enrolled Actuaries
b. When there is a change in appraisers, the valuation methodology
may change significantly, causing the valuation not to be consistent between periods. This change may be considered a change in
accounting principle, rather than a change in estimate. FASB ASC
250, Accounting Changes and Error Corrections, provides guidance
for making this determination.
[5.503–.599] [Reserved]

Auditing Considerations for ESOPs
5.600 This section of the chapter discusses determining the audit strategy
and describes relevant assertions when auditing an ESOP. It includes examples
of the more common identified risks of what can go wrong at the relevant
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assertion level and example audit procedures. This section does not include
all risks and procedures that could apply or be relevant to such audits when
performing the audit in accordance with generally accepted auditing standards
(GAAS); however, it does focus on specific considerations for ESOP audits,
especially leveraged ESOPs. The example audit procedures are not considered
required procedures nor are they considered to be all-inclusive.
5.601 Paragraph .04 of AU-C section 500, Audit Evidence (AICPA, Professional Standards),14 states that the objective of the auditor is to design and
perform audit procedures that enable the auditor to obtain sufficient appropriate audit evidence to be able to draw reasonable conclusions on which to
base the auditor's opinion. In accordance with paragraphs .06–.07 of AU-C section 500, when designing and performing audit procedures, the auditor should
consider the relevance and reliability of the information to be used as audit
evidence and that the procedures are appropriate for each audit.
5.602 Paragraph .30 of AU-C section 330, Performing Audit Procedures
in Response to Assessed Risks and Evaluating the Audit Evidence Obtained
(AICPA, Professional Standards), states that the auditor should include in the
audit documentation the (a) overall responses to address the assessed risks of
material misstatement at the financial statement level and the nature, timing,
and extent of the further audit procedures performed; (b) linkage of those procedures with the assessed risks at the relevant assertion level; and (c) results
of the audit procedures, including the conclusions when such conclusions are
not otherwise clear.
5.603 With respect to certain risks, the auditor may determine that it
is not possible or practicable to obtain sufficient appropriate audit evidence
only from substantive procedures without also considering the effectiveness of
controls. Such risks may relate to the inaccurate or incomplete recording of
routine and material classes of transactions or account balances, the characteristics of which often permit highly automated processing with little or no
manual intervention. The ESOP's controls over such risks are likely relevant
to the audit.

Determining Audit Strategy
5.604 Determining the audit strategy requires the auditor to understand
what activities are performed by the various parties discussed in paragraph
5.422. Example activities, which are similar to other DC plans, include investing and holding plan assets, processing of contributions, benefit payments
and expenses, execution of transactions, and maintaining records. Unique to
ESOPs are the activities related to allocated and unallocated accounts, debt
payments, and the valuation of privately held stock which requires the use of an
appraiser. It is important for the auditor to understand the key elements of the
plan document related to eligibility, contributions, dividends, vesting, participant allocations, loan repayments including share release method, distribution
of benefits including put options, other distributions, and plan expenses.
5.605 Once the auditor understands who is responsible for which activities, an understanding of the controls relevant to the audit and risks surrounding those activities is necessary to determine the nature, timing, and extent
of substantive testing. (See chapter 4, "Internal Control" of this guide.) When
14

All AU-C sections are from AICPA Professional Standards.
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activities are performed by the plan sponsor, controls may be in place that can
be tested at the plan sponsor to help reduce the extent of substantive testing.
Often, the controls in place at the plan sponsor specific to the ESOP are minimal and cannot be tested to the level of precision to warrant reliance, thus,
requiring that a substantive approach be taken for testing those activities. See
paragraph 2.48 of this guide for a discussion of the coordination of plan sponsor
audits and plan audits as it relates to payroll and participant data.
5.606 For certain ESOPs, the controls at the plan sponsor (for example,
payroll activities as discussed in paragraphs 2.48–.52 of this guide) may be
more rigorous, making a controls-based approach more efficient, resulting in a
lower level of assurance needed from substantive testing. For those activities
performed by a service provider, such as the trustee or other asset custodian,
often, a type 2 SOC 1 report is available that includes a description of the
controls and relevant testing. If the plan sponsor has the appropriate user
controls in place, the auditor may look to the type 2 SOC 1 report to reduce,
but not eliminate, the amount of substantive testing in those areas. However,
such reports cover different activities, and it is important for the auditor to
read and evaluate such reports. See paragraphs 4.24–.28 of this guide for an
in-depth discussion on the use of type 2 SOC 1 reports in an employee benefit
plan audit.
5.607 When controls are not identified, not suitably designed and implemented, or not tested at the plan sponsor, a typical audit strategy for an ESOP
may include more extensive substantive testing for those activities performed
by the plan sponsor.

Valuation Terminology
5.608 GAAP requires investments to be valued at fair value. The IRC
requires investments to be valued at fair market value; and the DOL uses
current value for annual reporting purposes. However, adequate consideration
is used in the context of party in interest transactions. As discussed in paragraph 5.409, the terminology used for "value" through out this chapter is that
which is applicable within the context of the paragraph. For example, when
discussing GAAP requirements the paragraph will refer to fair value. Generally each definition approximates exit price (put option amount) which is the
value the participant would receive in a transaction.

Risk Assessment Considerations
5.609 Chapters 2–4 of this guide provide guidance on the auditor's risk
assessment that is to be performed before determining the nature, timing, and
extent of substantive testing. As part of the auditor's risk assessment, the auditor should obtain an understanding of the nature of the plan. This may be
achieved by reviewing the plan document, ESOP loan agreement, if applicable, minutes, and discussions with plan management and those charged with
governance. It is important for the auditor to perform and document the auditor's risk assessment before considering the example substantive procedures
included in this chapter.

Participant Accounts and Allocations
5.610 As discussed in paragraph B-45 of appendix B of this chapter, allocation of plan activity to participant accounts within an ESOP may be subject
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to one or more specific IRC requirements which may result in disproportionate
allocations of trust activity among plan participants. The different tax benefits
available under an ESOP may limit who is eligible to share in the allocation
of certain shares or may limit the amount of such allocation that is permitted to such persons. Certain IRC provisions may limit allocations to highly
compensated employees, persons who sold shares to the ESOP and any family
members, persons who own employer stock outside the ESOP, or may limit the
percentage of ESOP ownership that can be held by an individual participant
or family.

Relevant Assertions
5.611 The relevant assertions related to participant accounts and allocations include the following:
a. The allocation of net assets to the individual participant accounts
has been properly determined in accordance with the plan document and ESOP loan agreement, if applicable.
b. For a leveraged ESOP, assets, liabilities, additions and deductions
have been properly presented as allocated to participant accounts
or unallocated.
c. The total of allocated accounts, including forfeitures, and unallocated accounts in a leveraged ESOP are complete and properly
valued.
d. Participant transactions have been authorized and have been executed at the proper amount, in the proper period, and in accordance
with the plan document and participant's direction. Such transactions include participant elections for payment of distributions,
diversification, and pass-through dividends.
e. Dividends are properly allocated to participant accounts based on
participant elections or the terms of the plan document, as applicable.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.612 The following are examples of identified risks of what can go wrong
at the relevant assertion level for participant accounts and allocations:
a. Allocations of shares, contributions, dividends, forfeitures, or expenses may be inaccurate, causing the participant's account to be
overstated or understated.
b. The release of shares from collateral for allocation to participants'
accounts and presentation in the allocated column may not be in
accordance with the ESOP loan document and the prohibited transaction exemption regulations.
c. A reconciliation between the recordkeeper and the ESOP financial statements for shares released to participant accounts is not
performed. Improperly prepared reconciliations of the release of
shares by management could result in improper allocations.
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Note
As noted in paragraph 5.435, the timing for the recognition of the release
of shares and allocation to participant accounts for the employer's reporting may differ from the plan's reporting. These accounting differences may
result in reconciliation between the participant accounts maintained by the
recordkeeper and the allocated column in the plan's financial statements. See
paragraph B-45 of appendix B of this chapter.
d. Dividends on employer stock may not be properly allocated to participants in accordance with participant elections, when such an
election is available under the terms of the plan document. See
paragraph B-45 in appendix B of this chapter.
e. Dividends on shares allocated to participants used for debt service
improperly result in the allocation of shares in an amount less than
the amount of dividends applied. See item c in paragraph B-45 of
appendix B of this chapter.
f. Dividends on employer stock may be inappropriately allocated to
disqualified participants. In item a in paragraph B-45 of appendix
B of this chapter discusses the requirements to comply with IRC
Section 409(p) and the implications for an ESOP sponsored by an
S corporation to have an uncertain tax position.
g. Forfeited plan assets pending allocation to participant accounts
may be improperly excluded from total plan assets, causing plan
assets to be understated.
h. Diversification distributions may not have been properly calculated
or may not have been made in accordance with the participant's
election or in the proper period.

Examples of Audit Procedures to Consider
5.613 The following are examples of substantive audit procedures relating
to individual participant accounts and allocations at the individual account
level (in addition to at the plan level):
a. Testing the allocation of shares, contributions, income or loss (interest income, dividend income, and appreciation or depreciation
in the fair value of investments), administrative expenses, and
amounts forfeited for a sample of participants
Note
Unlike other DC plans in which transactions occur daily, transactions in an
ESOP (and the related allocations) occur less frequently, generally once or
only a few times each year and a type 2 SOC 1 report is typically not available
for the ESOP recordkeeping services outsourced to a service organization.
However, certain data such as dates of birth, dates of hire, years of service,
eligible compensation and other data processed by a service organization
that provides recordkeeping services for 401(k) plans as well as ESOPs may
be covered by a type 2 SOC 1 report.
If the auditor intends to rely upon a type 2 SOC 1 report for specific processes
and controls, it is important to determine that such processes and controls
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apply to the services provided to the ESOP. Auditors should be aware that
type 2 SOC 1 reports may carve out certain ESOP transactions from the
scope of the report and it is important for auditors to read and evaluate such
reports. See chapter 4 of this guide for guidance regarding the use of type 2
SOC 1 reports and audit procedures to consider.
b. Based on the assessed level of control risk for completeness and accuracy relating to the transactions processed by the record keeper
and what is covered by the type 2 SOC 1 report, selecting a sample
of participant accounts to test the accuracy and proper documentation of transactions (for example, name and address changes,
diversification or other distribution elections, and cash or deferred
elections for dividends)
c. For leveraged ESOPs, testing the transfer of contributions allocated to participant accounts which are to be used for debt service
d. For leveraged ESOPs, testing the release of shares and the allocation of such shares to participant accounts

Note
The allocation of shares to participant accounts depends upon whether the
debt service payments are made from contributions, allocated or unallocated
dividends, previously accumulated funds or a combination thereof.
e. Testing that the dividends were allocated in accordance with the
plan document and participant elections, if applicable
f. Reconciling the total number of shares held in individual participant accounts, forfeiture accounts, and unallocated accounts with
the total number of shares held by the plan per the stock register
or other books and records
g. Determining whether the sum of investments other than employer
stock in individual participant accounts, including forfeiture balances, reconcile with the total other investments held in the trust

Note
Reconciliations between participant balances and net assets available for
benefits should be performed by the plan sponsor or service organization on
a periodic basis. If such reconciliations are not being performed on a periodic
basis, this may be deemed a deficiency in internal control. When auditors find
that such reconciliations are not being performed or that the balances do not
agree, there may be improper postings to individual participant accounts that,
in the aggregate, may result in a misstatement of the financial statements.
h. Inquiring of plan management about the complaint process and, if
applicable, reviewing complaint information provided by the service organization
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Note
If the ESOP has participant directed investments such as for diversification
elections or in a KSOP, see paragraph 5.210 for relevant audit procedures.

Cash Balances
5.614 The auditing procedures for cash balances in an ESOP are similar
to cash balances in a DC plan. See paragraphs 5.211–.215.

Investments and Related Income
5.615 As discussed in paragraph 5.439, ESOPs invest primarily in employer stock, which can be either publicly traded or privately held. In situations
when the nonpublic employer stock is contributed to the plan or acquired by
the plan, the trustee or named fiduciary of the ESOP has the responsibility
to establish the fair market value15 of the stock as of the transaction date.
The IRS requires that the valuation of employer stock held by an ESOP for
which there is no active market be performed by a qualified appraiser. (See
paragraph B-09 in appendix B of this chapter for a definition of a qualified
appraiser). The appraiser is considered a management's specialist. When a
management's specialist is used, paragraph .08 of AU-C section 500 applies.
See "Use of Specialists in an ESOP Engagement" that follows.
Note
Employer securities that are traded on the Over the Counter Bulletin Board
are generally not considered traded on an established securities market (not
readily marketable) therefore; a valuation would be required to comply with
the IRS qualification rules. See paragraphs B-18–B-19 of appendix B of this
chapter for the unique aspects of the annual valuation requirements for qualifying employer securities held by an ESOP.
In a C corporation ESOP, qualifying employer securities may also include
convertible preferred stock. Because convertible preferred stock is not readily
marketable on an established securities market, it must have an independent
appraisal to determine its fair market value.16 Consideration of the effects of
preference and conversion features and the unique terms and conditions of
these types of investments is particularly important in the determination
of fair market value.
5.616 Plan management has the responsibility for internal control, including controls related to investments. AU-C section of 315, Understanding
the Entity and Its Environment and Assessing the Risks of Material Misstatement (AICPA, Professional Standards), addresses the auditor's responsibility
to identify and assess the risks of material misstatement in the financial statements through understanding the entity and its environment, including the
entity's internal control. Paragraph .05 of AU-C section 315 states that the
auditor should perform risk assessment procedures to provide a basis for identification and assessment of the risks of material misstatement at the financial
statement and relevant assertion levels.
15
16

For valuation terminology see paragraph 5.409.
See footnote 15.
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5.617 In assessing the risk of material misstatement for an ESOP that
holds employer securities not traded on an established securities market, consideration should be given to the types of data and sources of such data that is
used by the appraiser and the significance of employer securities to the overall
plan assets as discussed in paragraph .13 of AU-C section 540, Auditing Accounting Estimates, Including Fair Value Accounting Estimates, and Related
Disclosures (AICPA, Professional Standards). It is important for the auditor
to consider the risk of a material understatement of employer securities in
an ESOP because the valuation of employer securities affects distributions to
participants. Generally, the data used by the appraiser includes (a) information developed by management, including financial forecasts and projections
which are subject to significant estimation, and (b) either audited or reviewed
historical financial statements. For information developed by management,
paragraph .09 of AU-C section 500 requires the auditor to evaluate whether
the information is sufficiently reliable for the auditor's purposes, including as
necessary, in the following circumstances: (a) obtaining audit evidence about
the accuracy and completeness of the information and (b) evaluating whether
the information is sufficiently precise and detailed for the auditor's purposes.
In addition, there may be limited market comparables or the few comparables
that do exist may not be sufficiently similar. Depending on the circumstances,
the presence of these factors may result in a higher risk of material misstatement than in other types of DC plans.
5.618 In obtaining an understanding of the ESOP's investments, it is
important for the auditor to obtain an understanding of how the shares are
held, by whom and, in particular for a leveraged ESOP, how the shares are
cancelled and reissued when they are released from collateral. See paragraph
8.98 of this guide for risk assessment and internal control considerations for
investments. See chapters 2–4 of this guide for further discussion of audit risk
assessment and internal control relating to employee benefit plans.
5.619 In accordance with paragraph .12 of AU-C section 315, the auditor
should gain an understanding of the nature of the entity, including the types of
investments that the entity holds and intends to acquire to enable the auditor
to understand the classes of transactions, account balances, and disclosures to
be included in the financial statements. Fair value accounting is one area of
financial reporting that is important for the auditor to consider when obtaining this understanding. FASB ASC 962-325-35-1 states that plan investments
should generally be presented at their fair value at the reporting date and
FASB ASC-962-325-35-1A discusses reduction of fair value by certain costs.
Generally, an ESOP uses a single valuation methodology that results in a fair
market value that may approximate fair value. It is important for the auditor
to obtain an understanding of the plan's process for determining fair value in
order to evaluate if such valuation is in accordance with valuation methods
and assumptions acceptable under U.S. GAAP. For a discussion on gaining an
understanding about the plan's fair value methodology, see the section "Understanding the Plan's Fair Value Methodology" in chapter 8, "Investments" of
this guide.
Note
For accounting, reporting, and auditing guidance related to investments other
than the qualifying employer securities held by an ESOP, see chapter 5A, "Defined Contribution Retirement Plans" and chapter 8 of this guide. The section
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"Risk Assessment and Internal Control Considerations for Investments" in
chapter 8 of this guide discusses the auditor's responsibilities related to audit
risk assessment and internal control related to plan investments.

Use of Specialists in an ESOP Engagement
5.620 AU-C section 500 addresses the effect of the competence, capabilities, and objectivity of management's specialists on the reliability of audit
evidence. In accordance with paragraph .08 of AU-C section 500, if information
to be used as audit evidence is provided by the appraiser, the auditor should,
to the extent necessary, taking into account the significance of the appraiser's
work for the auditor's purposes,
a. evaluate the competence, capabilities, and objectivity of the appraiser.
b. obtain an understanding of the work of the appraiser.
c. evaluate the appropriateness of the appraiser's work as audit evidence for the relevant assertions.
5.621 AU-C section 540 addresses the auditor's responsibilities relating
to accounting estimates, including fair value estimates and related disclosures,
in an audit of financial statements. Paragraph .14 of AU-C section 540 requires
the auditor to consider whether specialized skills or knowledge with regard to
one or more aspects of the accounting estimate is required in order to obtain
sufficient appropriate audit evidence. The auditor may not possess the necessary expertise to evaluate the appraisal of employer stock. In such situations,
the auditor may determine it is necessary for a valuation specialist to be used
in the audit (as an auditor's specialist) to assist in evaluating the work of the
appraiser (management's specialist).
5.622 Paragraph .07 of AU-C section 620, Using the Work of an Auditor's
Specialist (AICPA, Professional Standards), states that if expertise in a field
other than accounting or auditing is necessary to obtain sufficient appropriate
audit evidence, the auditor should determine whether to use the work of an
auditor's specialist. If the preparation of the financial statements involves the
use of expertise in a field other than accounting, the auditor, who is skilled
in accounting and auditing, may not possess the necessary expertise to audit
those financial statements. The following sections discuss the use of an auditor's
specialist. Also see "Using the Work of a Specialist" in chapter 2 of this guide
and AU-C section 620 for a more in-depth discussion about the use of specialists.
5.623 Considerations when deciding whether to use an auditor's specialist
may include the following:
a. Whether management has used a specialist in preparing the financial statements (For ESOPs the use of an appraiser is required for
non-publicly traded employer stock and therefore a management
specialist is used.)
b. The nature and significance of the valuation, including its complexity
c. The risks of material misstatement of the valuation
d. The expected nature of procedures to respond to identified risks,
including the auditor's knowledge of, and experience with, the work
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of specialists regarding such matters and the availability of alternative sources of audit evidence
5.624 When management uses an appraiser to value the employer stock
held in the ESOP, the auditor's decision on whether to use an auditor's specialist also may be influenced by such factors as the following:
a. The nature, scope, and objectives of the work of the appraiser
b. The extent to which management can exercise control or influence
over the work of the appraiser
c. The competence, capabilities, and objectivity of the appraiser
d. Whether the appraiser is subject to technical performance standards or other professional or industry requirements
e. Any controls within the entity over the work of the appraiser
f. The auditor's ability to evaluate the work and findings of the appraiser without the assistance of an auditor's specialist
Note
Evaluating an appraisal of employer stock as part of an audit of a privately
held ESOP can be challenging due to the complexity of the valuation techniques and specific assumptions used by the appraiser. Often, an auditor does
not have sufficient experience in evaluating ESOP appraisals to be considered to have expertise or does not have the education or professional development as an appraiser, and therefore may need to use a valuation specialist
in performing the audit. See AU-C section 620 for further discussion when
determining the need for an auditor's specialist.
5.625 If the auditor determines the need to use an auditor's specialist,
paragraphs 2.67–.87 of this guide provide guidance on the requirements to
evaluate the competence, capabilities, and objectivity of the specialist, obtaining an understanding of the work of the specialist, and evaluating the adequacy
of the specialist's work.

Relevant Assertions
5.626 The relevant assertions for investments and investment income
include existence, completeness, rights and obligations, valuation and allocation, and presentation and disclosure. Detailed descriptions of these assertions
can be found in chapter 8 of this guide. For investments other than employer
securities, see the assertions in paragraph 8.127 of this guide. The relevant
assertions specific to ESOP investments in employer securities include:
a. Investments and investment transactions are initiated in accordance with the established investment policies and comply with
applicable plan and trust provisions.
b. All investments are recorded and exist.
c. Investments are valued as of the plan's year-end in accordance with
the applicable financial reporting framework.
d. All investments are owned by the plan free of liens, pledges, and
other security interests or, if not, the security interests are identified and properly disclosed.
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e. Investment principal and income transactions (including net appreciation or depreciation) are recorded and properly valued in
accordance with the applicable financial reporting framework.
f. Information about investments is properly presented and disclosed.
g. Dividends including pass through dividends are properly recorded
in accordance with the applicable financial reporting framework.
Note
In accordance with paragraph 5.466b, FinREC recommends that passthrough dividends be recorded as dividend income on the ex-dividend date
and then recorded as a distribution when paid out to the participant on the
statement of changes in net assets available for benefits even if such amounts
are paid directly to the participant from the employer.
Additional Considerations for Leveraged ESOPs
h. Shares of employer stock pledged as collateral are properly identified, recorded as unallocated and disclosed.
i. Investment principal and income transactions (including net appreciation or depreciation and dividends) are properly recorded as
allocated or unallocated and properly valued in accordance with
the applicable financial reporting framework.
j. Information about investments is properly presented as allocated
or unallocated and disclosed.
k. Dividends receivable are recorded in the allocated column, except
to the extent they are needed to pay accrued interest.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.627 Examples of identified risks of what can go wrong at the relevant
assertion level relating to investments and investment income can be found in
chapter 8 of this guide. The following are examples of identified risks of what
can go wrong at the relevant assertion level specific to ESOP investments:
a. Investments recorded in the financial statements do not exist or
are not owned by the plan or have not been properly transferred to
the plan.
b. Investment information from the trust (custody) statement does
not reconcile to the plan's records, trial balance, financial statements or record keeper.
c. Investment transactions are not recorded by the trustee (custodian)
or are not recorded on a timely basis.
d. Investment purchases and sales transactions involving employer
stock are not properly authorized prior to initiation or are not in
accordance with the plan provisions.
e. Investment purchases and sales transactions involving employer
stock are not in accordance with the plan provisions which could
result in a nonexempt transaction under the laws and regulations
(IRC and ERISA). See paragraphs B-28–B-31 of appendix B of this
chapter.
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f. Gains and losses on sales of investments are calculated incorrectly.
g. Dividend income, including pass through dividends, is recorded at
an incorrect amount.
h. The valuation of investments in privately held employer stock is
not supported by a valuation report as of the annual reporting date
(generally the last day of the plan year).
i. Transactions occurring during the year between the ESOP and a
party in interest to purchase or sell shares of privately held stock
are not supported by a valuation report as of the actual transaction
date and there is no "bring down" or "roll forward" letter to the
actual transaction date.
Note
Under the applicable prohibited transaction regulations, such transactions
to fund distributions should be supported by evidence as of the transaction
date that the price paid is not less than adequate consideration on that date.
j. ESOP's trustee, administrative committee, or other ESOP fiduciaries do not have a process for the valuation of privately held employer stock, including their selection of an appraiser, verification
of the appraiser's independence and competence, and evaluation of
the inputs and assumptions used by the appraiser.
k. The appraiser selected by the ESOP's trustee, administrative committee, or other ESOP fiduciary does not have the appropriate
qualifications or related experience to perform the valuation of the
privately held employer securities.
l. Valuation reports for privately held employer stock may not appropriately reflect fair value in accordance with GAAP due to the
use of inappropriate valuation methodologies, mathematical errors
in the application of the methodology, or inaccurate or inappropriate inputs or assumptions and the application of those inputs or
assumptions. For example:
i. Inputs or assumptions that are susceptible to misapplication or management bias.
ii. Inputs or assumptions that are unreasonable and inconsistent with market information and the past experience
of the employer as reported in financial statements of the
employer
iii. Valuation methods that are assigned greater weighting
without proper explanation or consideration and exclusion
of applicable valuation approaches
iv. Valuation methods that are not standard or accepted
methodologies
v. Valuation methods that are not consistently applied period to period and significant changes in inputs to the valuation model
vi. Changes in appraisers, resulting in inconsistencies in valuation methodologies or modifications of the assumptions
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from those used by the previous appraiser without justification due to changing business or market conditions
vii. The effect of the put obligations, deferred obligations, diversification or other funding arrangements on the plan
sponsor's liquidity
m. For leveraged ESOPs, relevant investment activity is not properly
presented in the financial statements in the applicable allocated or
unallocated column. Relevant investment transactions include:
i. Dividends, including pass through dividends
ii. Unrealized appreciation or depreciation
iii. Purchases or sales transactions

Examples of Audit Procedures to Consider
5.628 The following are examples of substantive audit procedures for
auditing investments that are specific to ESOPs:
a. Inquiring whether the ESOP's trustee, administrative committee,
or other ESOP fiduciaries have a process for the review of the fair
value, including review and approval of the valuation of the employer securities. Reviewing documentation evidencing such review
and approval of the fair value.
b. Inquiring whether the ESOP's trustee, administrative committee,
or other ESOP fiduciaries have a process for the review and approval of any purchase or sale transactions between the plan and
one or more parties in interest with respect to compliance with the
applicable laws and regulations or plan provisions.
c. Obtaining and testing an analysis of changes in employer securities during the period. The analysis ordinarily will include such
information as (i) a description of each class of employer securities,
including the number of shares of stock, (ii) actual cost and fair
value at the beginning and end of the period and the basis of determining the fair value; (iii) the number of shares contributed or
distributed during the period and (iv) cost of employer securities
acquired and proceeds from employer securities sold during the
period.
d. Obtaining evidence regarding the existence and ownership of employer securities by direct confirmation from the trustee or custodian, by inspection of stock registers and physical count of stock
certificates or other appropriate procedures. See chapter 8 of this
guide for specific procedures regarding the trustee's responsibilities
and financial capability and for a discussion on the use of external
confirmations.

Note
The auditor may direct the confirmation request to a third party who the
auditor believes is knowledgeable about the information to be confirmed, for
example the ownership of employer securities to verify that shares are in the
name of the plan or the collateral holder, as applicable.
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e. Obtaining evidence regarding information about any liens, pledges
or security interest by direct confirmation from the trustee or custodian.
f. Reviewing minutes and agreements, for evidence of review and
approval of the appraisal and compliance with investment policies.
g. Testing employer stock transactions and income by
i. determining they are properly authorized.
ii. examining supporting documentation for the cost, selling
price, quantity, and dates of acquisitions and disposal of
the employer stock and compliance with the applicable
nonexempt transactions regulations when material transactions are with a related party that is a party in interest.
iii. for publicly traded employer stock, comparing prices at
which purchases and sales were recorded with published
market price ranges on the trade date.
iv. for nonpublicly traded employer stock, comparing values at which purchases and sales were recorded with
the appropriate valuation report. (For procedures related
to transactions occurring during the year see paragraph
5.628h.)
v. Recalculating net appreciation or depreciation utilizing
information in i–iv of this list.
vi. Testing dividend income earned during the period by testing the dividend rate and number of shares held by the
plan at the dividend date and agreeing the dividend declared to the board of director's approval or other supporting documentation.
h. Auditing management's process for developing fair value estimates
when management uses an appraiser for nonpublicly traded employer stock, by
i. evaluating the professional qualifications of the appraiser,
including competence, capabilities, and objectivity as required by paragraph .08 of AU-C section 500. For example, inquiring about the nature of any interests or relationships the appraiser may have with the plan or plan
sponsor that may create threats to the appraiser's objectivity (such as, financial interests, business or personal
relationships, or the provision of other services) and any
applicable safeguards. See "Using the Work of a Specialist" in chapter 2 of this guide.

Note
If the appraiser is not known to the auditor, consider other factors that might
provide information regarding the appraiser's qualifications. Examples of
factors to consider are whether the appraiser is a member of a recognized
professional organization and the opinions of other appraisers the auditor
knows to be qualified regarding the appraiser's professional qualifications.

©2016, AICPA

AAG-EBP 5.628

224

Employee Benefit Plans

i.

j.

k.

l.

m.

ii. obtaining an understanding of the appraiser's objectives,
scope of work, methods and assumptions, and consistency
of application. Ascertaining whether the methods and assumptions used in the valuation report are in accordance
with FASB ASC 820, including consideration of all relevant valuation approaches (income, market, or cost approach).
iii. inquiring whether the ESOP valuation considers all pertinent provisions of the plan, including any changes or
amendments to the plan or other events affecting the valuation calculations.
Testing the reliability and completeness of the assumptions and inputs used by the appraiser in the ESOP valuation, including evaluating whether the appraiser's valuation report properly addressed
the following:
i. Company and industry information (for example, company
history, type of product or service, how products or services
are delivered, market or economic conditions, competition,
capital structure, and recent stock transactions).
ii. Reliability of historical financial information (for example, audited or reviewed financial statements versus unaudited or qualified financial statements).
iii. Reliability of projected financial information (for example, comparability of projected financial information with
historical financial statements, extent of income normalization or other adjustments).
Testing the accuracy and completeness of the information produced
by plan management that is used by the appraiser and evaluating
whether such information is sufficiently precise and detailed for the
auditor's purposes as required by paragraph .09 of AU-C section
500.
For transactions occurring during the year between the plan and a
party in interest to purchase or sell shares of privately held stock
determining whether the sales price or purchase price is supported
by a valuation report as of the actual transaction date or there is a
bring down or roll forward letter to the actual transaction date.
For investments other than employer stock, evaluating the ESOP's
valuation methods and procedures and whether they are in accordance with GAAP.
For ESOPs that allow pass through dividends to participants,
i. determining whether the plan document contains specific
provisions permitting pass through dividends.
ii. obtaining a schedule of dividends paid by the employer
and determining that the ESOP received and recorded
the appropriate amount of dividends based on the plan's
percentage ownership of employer stock, recognizing that
pass-through dividends may or may not be reflected in
participant accounts.
iii. selecting a sample of participants and determining
whether participants have elected to receive pass through
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dividends and testing that the appropriate amounts have
been paid.
Note
For dividends paid directly to plan participants from the employer, agreeing
the amounts paid to the employer's Form 1099-DIV income tax reporting may
be appropriate with regards to the completeness assertion.
iv. confirming directly with participants their election and
related dividends received.
v. determining whether pass through dividend income and
related distributions have been properly reported and disclosed in the plan's financial statements.
Note
To the extent that dividends are not used for debt service, participants in
some ESOPs may be given an opportunity to elect to receive ESOP dividends
in cash. Such dividends are called pass through dividends and they may be
paid to ESOP participants, either directly by the employer to the participants
or as payments to the ESOP that are distributed to participants. Such activity is plan activity and should be properly reflected on the plan's financial
statements as dividend income and distributions. See paragraph 5.466b for
the FinREC recommendation relating to accounting for dividend income and
distributions.
n. Reviewing subsequent events and transactions occurring up to the
date of the auditor's report that reflect circumstances existing at
the financial statement date which confirms or contradicts the fair
value estimate.
Additional Considerations for Leveraged ESOPs
o. Obtaining evidence regarding the amount of employer stock which
is held as collateral for the ESOP outstanding debt by direct confirmation from the trustee or custodian.
p. Evaluating that shares of employer securities have been properly
classified in the applicable allocated or unallocated column.
q. Determining that dividends, including pass through dividends, unrealized appreciation or depreciation, and any purchase or sale
transactions have been properly presented in the financial statements in the applicable allocated or unallocated column.

Limited-Scope Auditing Considerations
5.629 When an ESOP that holds privately traded employer stock obtains
a certification from a qualified institution holding the ESOP's assets, it may
not be appropriate for management to request the auditor to perform a limited
scope audit if the qualified institution has not received a current appraisal
of the employer stock. When the qualified institution provides a certification,
and management performs procedures to determine that the value certified by
the institution is the appropriate fair value in accordance with GAAP, then
a limited-scope audit may be performed. However, if the certified value is

©2016, AICPA

AAG-EBP 5.629

226

Employee Benefit Plans

not the appropriate fair value, either management needs to obtain a revised
certification or a limited scope audit is not appropriate and a full scope audit
will need to be performed.
5.630 See "Limited-Scope Auditing Procedures" in chapter 8 of this guide
for limited-scope auditing procedures. When performing a limited-scope audit,
the auditor has no responsibility to test the accuracy or completeness of the
investment information certified by the qualifying institution but is required
to determine that the investment disclosures are in conformity with GAAP.
For investments classified as level 3 in the fair value hierarchy, required disclosures include information on the valuation techniques and inputs found in
the ESOP valuation report (see paragraph 5.483 for required disclosures). In
a limited scope audit, it is important for the plan auditor to review the ESOP
valuation report to verify the completeness and accuracy of these disclosures.
Plan auditors may become aware of other matters and further inquiry may
be necessary. Items that could come to the auditor's attention include the
following:
a. The ESOP valuation is not as of the plan annual reporting date
(generally the last day of the plan year).
b. The methods and assumptions used by the appraiser in the ESOP
valuation are not appropriate or not consistently applied.
c. A change in the ESOP valuation advisor caused a change in methods or assumptions that are not based on changing business or
market conditions.
5.631 Although the auditor is not required to audit certain investment
information when the limited-scope audit exception is applicable, if the auditor
becomes aware that the certified information is incomplete, inaccurate, or otherwise unsatisfactory, further inquiry may be necessary, which might result in
additional testing or modification to the auditor's report. In certain instances,
a limited-scope audit may no longer be appropriate.

Contributions and Certain Participant Data
5.632 For nonleveraged ESOPs and ESOPs with 401(k) features, the relevant assertions, examples of identified risks of what can go wrong at the
relevant assertion level, and example audit procedures to consider for contributions and contributions receivable are similar to those for other DC plans
as discussed in paragraphs 5.235–.246. The following paragraphs discuss the
relevant assertions for contributions and contributions receivable specific to
leveraged ESOPs, as well as relevant assertions for payroll and certain participant data, specific to leveraged ESOPs.

Contributions and Contributions Receivable
Relevant Assertions
5.633 The relevant assertions for contributions and contributions receivable for leveraged ESOPs include the following:
a. Amounts received or due have been appropriately determined,
recorded, and disclosed in the financial statements in the proper
period, in accordance with the plan's provisions and in accordance
with the applicable financial reporting framework and regulatory
requirements.
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b. Contributions have been properly classified as either allocated or
unallocated. When the employer guarantees the ESOP's debt or has
committed to make contributions or to pay dividends sufficient to
amortize the ESOP debt, the employer's guarantee or commitment
is properly disclosed in the notes to the financial statements.
c. Contributions are properly authorized and determined in accordance with the deduction limits of the IRC and in accordance with
the terms of the plan and debt agreements.
d. All active participants (participants who are eligible for the employer contribution) have been properly included in the employee
eligibility reports and contribution records.
e. Appropriate and accurate participant data, including payroll information, is being used in determining amounts contributed to the
plan.
f. An appropriate allowance has been made for uncollectible contributions receivable in accordance with the applicable financial reporting framework.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.634 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to contributions and contributions receivable for a leveraged ESOP:
a. Employees are not appropriately included or excluded based upon
the plan's provisions (for example, age or service requirements not
met or part-time or leased employees).
b. Contributions are not properly calculated, authorized, or recorded
in the proper period.
Note
Numerous IRC requirements need to be complied with when determining
employer contributions. A company's failure to properly comply with those
requirements could have adverse consequences such as, qualification issues
or reduction in the amount of allowable contributions. See paragraph B8 of appendix B of this chapter for further information on how employer
contributions may be determined and paragraph B-12 of appendix B of this
chapter for further information on certain contribution limits.
c. Contributions are incorrect due to the use of a definition of compensation different than what is specified in the plan's provisions
including the application of true-up contributions.
d. True-up contributions not properly made when dividends are used
for debt service and do not satisfy the return for value standard.
e. Contributions are not accurate, complete, or remitted in accordance
with the plan's provisions (for example, manual checks, special pay,
or bonuses).
f. Dividends on unallocated shares are improperly considered to be
employer contributions.
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g. Contributions receivable are recorded on the plan's financial statements so the amount will agree with the contribution payable in
the employer's financial statements in cases when it may not be
appropriate for the amounts to agree (see the "Note" in paragraph
5.451.
h. When contributions related to debt service on ESOP loans from
the employer are not paid in cash, but are made by journal entry
only, loan terms and regulatory requirements may not be followed
causing inaccurate reporting of contributions (see paragraph B-45
of appendix B of this chapter).
i. Contributions are classified incorrectly between allocated and unallocated.
j. Contributions receivable that represent principal and interest payments on debt service are improperly classified in the allocated or
unallocated column. (See paragraph 5.434 for further guidance.)

Examples of Audit Procedures to Consider
5.635 The following are examples of substantive audit procedures for
auditing contributions and contributions receivable for a leveraged ESOP:
a. Determining whether contributions are in accordance with the plan
document, IRC limits, ESOP loan agreements or other contractual
agreements, as applicable.
b. Obtaining and reviewing a three-way reconciliation of total contributions from the trustee or custodian reports to
i. the contributions per the employer's records and
ii. the contributions per the recordkeeper's reports, such as
the participant account summary.
c. Comparing the amount of employer contributions in excess of
amounts needed for debt service as recorded in the ESOP's records
with the amount approved by the board of directors of the employer if the plan document requires that the board of directors
determines or approves the employer contributions.
d. Determining that contributions for the current plan year made
to participants are in accordance with paragraph 5.450 and have
been properly recorded in the allocated column, unless made during
the year and applied to debt service in which case they would be
recorded in the unallocated column.
e. Determining when contributions are made for debt service that
funds were actually transferred from the employer to the plan or
that the appropriate journal entries were prepared and recorded.
See paragraph B-45 of appendix B of this chapter.
f. Determining whether a receivable or another adjustment is necessary when the results of the audit procedures performed to test
the participant accounts and allocations, as described in paragraph
5.613, identified participant account or allocation errors.
g. Applying appropriate analytical procedures, such as comparing employer contributions per active participant with prior years and
expectations based on plan provisions.
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h. Testing whether forfeited nonvested participant accounts, if any,
have been properly allocated or applied in accordance with the plan
provisions.
i. Agreeing contributions to employer records or other supporting
evidence (see paragraph B-45 of appendix B of this chapter for
discussion of how employer contributions are commonly handled).
j. Reviewing criteria used by the plan in accruing employer contributions receivable and determining that the accruals have been
recorded in accordance with the applicable financial reporting
framework and properly classified between allocated and unallocated.
k. Agreeing the subsequent receipt of contributions receivable to supporting documentation.
l. Evaluating the reasonableness of the plan's allowance for estimated uncollectible amounts based on testing of collections subsequent to the date of the financial statements and reviewing the
status of unpaid amounts.
m. For ESOPs with a floor price protection feature, testing that any
shares which were redeemed by the sponsor but re-contributed to
the plan are recognized by the plan at the applicable fair value
rather than the floor price as of the date contributed to the plan.
5.636 The following are examples of substantive audit procedures for auditing employer contributions in a leveraged ESOP for a sample of participants:
a. Obtaining a listing of employees from payroll to determine whether
participants are appropriately included or excluded from participating in the plan
b. Obtaining a listing of contributions for the current period by type
of contribution (for example, cash or employer stock) and selecting
a representative sample of participants and types of contributions
to perform the procedures in the following items c–h
c. Based on eligibility requirements of the plan, determining that
the individuals are eligible to participate in accordance with plan
provisions
Note
The plan document of an ESOP often specifies (a) the eligibility provisions
that must be met for employers to make contributions, (b) vesting provisions,
(c) the formula to determine upper and lower contribution limits, and (d)
the criteria for determining the contributions. Care should be taken when
auditing contribution allocations in an ESOP as ESOPs have different limits
under the IRC than other DC plans. There may also be different sub accounts
with different allocation terms. See paragraph B-45 of appendix B of this
chapter for information on participant allocations.
d. Agreeing demographic data (for example, age and period of service
with employer) maintained by the record keeper to personnel files
or other supporting evidence maintained by the plan sponsor when
such information is relevant to the participant's eligibility to participate in the plan. If information from the plan sponsor's payroll,
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e.

f.

g.
h.

time reporting, or human resources systems is used as audit evidence to test the demographic data, refer to paragraphs 2.49–.52
of this guide.
Verifying that contributions were made in accordance with plan
provisions, including using the proper definition of compensation.
Refer to paragraph 5.242 for discussion about eligible compensation.
Obtaining compensation from the payroll records or evidence supporting years of service and recalculating contributions that are
based on compensation or years of service.
Testing that contributions are arithmetically correct and that the
contribution formula specified in the plan document was used.
Determining that contributions were properly included in amounts
remitted to the trustee or custodian.

5.637 Depending on the type of plan and controls tested over payroll (see
paragraphs 2.49–.53 of this guide), it may be necessary to perform substantive
audit procedures to test the payroll data used to perform the procedure in
paragraph 5.636e for one or more pay periods and for a sample of participants.
See paragraph 5.239 for examples of substantive audit procedures for testing
payroll data, and paragraphs 5.240–.242 for additional information on testing
participant data.
5.638 If the auditor is unable to obtain the necessary evidence regarding
participant data or participant accounts on which financial statement amounts
are based, there may be a limitation on the scope of the audit. Restrictions on
the scope of the audit, whether imposed by the client or circumstances, such as
the inability to obtain sufficient appropriate audit evidence, may require the
auditor to conclude that a modification to the auditor's opinion on the financial
statements, in accordance with AU-C section 705, is necessary.

Rollover Contributions
5.639 Except for KSOPs, the receipt of rollover contributions is rare for
ESOPs. Audit procedures for rollover contributions in an ESOP are similar to
that of a DC plan; therefore, see paragraphs 5.247–.248.

Forfeitures
Relevant Assertions
5.640 The relevant assertions for forfeitures include the following:
a. Forfeiture amounts are properly recorded and exist.
b. Forfeiture accounts are properly presented and disclosed in the
financial statements (for example, the amount of forfeitures used
or allocated is disclosed).
c. Forfeiture amounts are used or allocated in accordance with the
plan document.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.641 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to forfeitures:
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a. Forfeitures are incorrectly allocated to individual participant accounts and, in the case of a KSOP, allocated to the incorrect investment funds.
b. Non-vested amounts are incorrectly calculated.
c. To the extent that a participant's account includes other assets in
addition to employer securities, the other assets are not properly
forfeited prior to the forfeiture of any employer securities. See item
b in paragraph B-45 of appendix B of this chapter for additional
information.
d. When a participant's account includes employer securities of different classes, forfeitures are not properly pro-rated for each class
of security based on their legal attributes, such as common or preferred and voting or non-voting stock.
e. Participant accounts are forfeited prior to the complete distribution
of the participant's vested interest in the plan or the completion of
a five-year consecutive break in service.
f. Forfeitures are not used in accordance with the plan document
or applicable regulations. Misuse of plan forfeitures may result in
plan qualification issues, as well as possible fraudulent financial
reporting.
g. Participants are not 100 percent vested, as required by the regulations when a plan is deemed to have had a partial plan termination
as a result of participants being involuntarily terminated.
h. Disclosure of forfeitures may fail to include the amount and disposition of forfeited non-vested accounts, including identification of
amounts that are used to reduce employer contributions, pay plan
expenses, or reallocated to participants' accounts.

Examples of Audit Procedures to Consider
5.642 The following are examples of substantive audit procedures for
forfeitures:
a. Testing the use of forfeitures, including
i. obtaining a detail of forfeiture activity for the current period, for example, a rollforward from beginning of the year
to the end of the year (typically a report can be obtained
from the recordkeeper), and tracing activity to supporting
documentation, such as schedule of participant distributions, a schedule of participant accounts with five-year
breaks in service, summaries of reallocations to remaining participants, invoices for administrative expenses, and
intra plan offsets against contributions
ii. determining that forfeitures were used in accordance with
the plan document and consulting the plan's ERISA counsel or adviser regarding forfeitures that appear not to have
been used in accordance with the plan document or applicable regulations or in a timely manner
b. Reviewing results of procedures performed for participant accounts
and allocations, contributions and distributions that relate to the
testing of forfeiture calculations and allocations
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c. Evaluating whether the financial statements include the appropriate disclosures

Leveraged ESOP Debt and Interest Expense
5.643 It is important for the auditor to obtain an understanding of the
debt instruments relating to the leveraged ESOP. This understanding typically
includes the share release method used for each debt instrument, for example
principal or principal and interest, and how released shares are allocated to
the participant accounts.

Relevant Assertions
5.644 The relevant assertions for ESOP notes payable and interest expense include the following:
a. Notes payable exist and are valid obligations of the plan. To be a
valid obligation of the plan, the nonexempt transaction provisions
must be satisfied. See paragraph B-38 of the appendix B of this
chapter.
b. Notes payable are in accordance with the plan document and debt
agreements and properly classified and disclosed as unallocated in
accordance with the applicable financial reporting framework.
c. Debt service, accrued interest and interest expense transactions
are properly authorized, recorded in the appropriate account (unallocated column) and amounts and in the proper period.
d. Shares are properly released to eligible participants in accordance
with the ESOP debt agreements (for example, principal versus
principal and interest method).
e. Notes payable are properly presented and disclosed in the financial
statements including fair value disclosures, if applicable.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.645 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to notes payable and interest expense
for ESOPs:
a. Loan payments are not made in accordance with the debt agreements.
b. Loan prepayments are not properly recorded causing inaccurate
reporting of principal and interest.
c. Unallocated shares are not properly released when loan payments
are made.
d. When loan payments are not paid in cash, but are recorded by
journal entry, loan terms and regulatory requirements may not
be followed causing inaccurate reporting of principal and interest
payments. (See paragraph B-45 of appendix B of this chapter).
e. Dividends may not be properly allocated in accordance with the
terms of the debt agreement or to the wrong loan when the ESOP
has multiple loans.
f. Interest expense is not calculated in a manner consistent with the
plan document or the debt agreement, for example
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i. failing to timely change the variable interest rate or applying the wrong 360/365 day method.
ii. failing to apply prepayments according to loan provisions.
iii. not making loan payments when due, causing the incorrect
amount of interest to be paid.
g. Payment date used for collateral release is not consistent with the
actual loan payment date which could lead to inaccurate reporting
and allocation in the financial statements.
h. Inaccurate use of the principal or principal and interest method for
share release based on the loan agreement and plan document provisions causing the participant accounts to be over or understated.
i. Dividends on shares acquired through a contribution, a nonleveraged purchase or shares purchased with a prior loan that has
been fully paid are inappropriately applied to debt service. Loan
payments are limited to the earnings from shares acquired with
that loan. See paragraph B-38 of the appendix B of this chapter.

Examples of Audit Procedures to Consider
5.646 The following are examples of substantive audit procedures for
ESOP notes payable and interest expense:
a. Obtaining an analysis of notes payable for the year and testing the
loan activity including new loans, loan principal repayments and
ending balance
b. Agreeing the terms and other details of the notes payable with the
underlying documents
c. Confirming balances payable with third party creditors
d. Recalculating the amount of interest expense recorded by the plan
and agreeing to the interest rate stated in the debt agreement
e. Recomputing prepaid or accrued interest or testing for reasonableness using the correct number of annual days per the loan document
(360 or 365 days)
f. Verifying that dividends on allocated shares used for future or
current debt service are shown in the allocated column when earned
by the ESOP and transferred to the unallocated column in the
period applied to debt service
g. Testing the release of shares held as collateral in accordance with
the loan document provisions and inquiring about the consistency
of those provisions with the nonexempt transaction requirements
h. Testing the fair value disclosures for notes payable, if applicable
by agreeing to supporting documentation and third party valuation
reports
i. Obtaining a five-year schedule of maturities of debt and tracing
payments to loan document terms
j. Reviewing restrictive covenants, if any, for compliance and proper
disclosure. (Consider the existence of covenants at the employer
level which might affect the plan)
k. Reviewing notes payable for indications of guarantees and determining the nature of the guarantees and relationships, if any, of
the guarantors to the plan
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l. Evaluating whether the financial statements include the appropriate disclosures

Accrued Liabilities
5.647 The auditing procedures for accrued liabilities such as administrative expenses, is similar to that of a DC plan, see paragraphs 5.257–.259 for
further discussion. Accrued interest on ESOP debt is included in paragraph
5.646.

Other Liabilities—Employer Advances
5.648 Often an employer will loan money to the ESOP to enable the ESOP
to make participant distributions. This advance is an interest-free noncollateralized loan to the ESOP in accordance with DOL Prohibited Transaction Class
Exemption 80-26. Such transactions are considered related party transactions
and the details of the advances that are outstanding at the reporting date in
addition to advances that have been made and repaid by the end of the plan
year through employer contributions should be disclosed in the notes to the
financial statements as discussed in paragraph 5.476b.

Relevant Assertions
5.649 The relevant assertions related to employer advances include the
following:
a. Employer advances exist and are valid obligations of the plan.
b. Employer advances are properly authorized and documented.
c. Employer advances are properly recorded and disclosed in the financial statements.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.650 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to other liabilities:
a. The employer advance does not comply with the DOL Prohibited
Transaction Class Exemption 80-26 for example (see paragraph
B-48 of appendix B of this chapter),
i. interest was charged on the advance.
ii. plan assets were pledged as collateral for the advance.
iii. employer advances outstanding 60 or more days are not
in writing.
b. Repayment of employer advances by conversion to an employer
contribution or transfer of other plan assets to the employer is not
properly executed.

Examples of Audit Procedures to Consider
5.651 The following are examples of substantive audit procedures for
auditing employer advances:
a. Testing that the advance is properly authorized and recorded by
reviewing minutes of the Board of Trustees or administrative committee meetings
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b. Verifying that no interest was charged and no collateral was given
for the advance
c. For advances outstanding for 60 days or more, obtaining a copy of
written documentation
d. Testing the repayment was properly authorized and recorded for
example
i. as a contribution;
ii. as a transfer of non-stock assets; or
iii. as a sale of employer securities in satisfaction of the advance. In such case, testing that the value of the securities
on the date transferred was not greater than the amount
of advance canceled
e. Verifying the disclosures in the financial statements are complete
and accurate

Participant Benefits, Distributions and Withdrawals
5.652 The distribution practices of ESOPs holding employer stock that is
not publicly traded are more complicated than a 401(k) plan or other plan that
is invested in marketable securities due to the need to provide liquidity to fund
such distributions. See item g in paragraph B-45 of appendix B to this chapter
for additional considerations related to ESOP distributions.
5.653 ESOPs can make distributions in either cash or shares of employer
stock or through a stock distribution followed by a repurchase (by the employer
or the ESOP) or with an installment note. When a distribution is not made in
shares of company stock, it is important for the auditor to understand how the
plan is funded to make the distribution and how reallocations of shares are
made. This can be further complicated when provisions include a put option
whereby the participant can put the shares back to the employer at the time of
the distribution or a later date.
5.654 ESOP participants are entitled to distributions of vested benefits
(either in stock or cash) upon termination of employment or for other reasons.
ESOP participants may receive distributions of benefits while they are still
employed in the following situations:
a. Participants may elect to diversify their accounts after a certain
period of time and receive cash or stock directly.

Note
ESOPs are required to allow participants that are age 55 with 10 years of plan
participation to diversify a certain amount of their employer stock account.
It is important for the auditor to gain an understanding of the diversification
provisions provided for in the plan document, and to verify the diversification
elections by testing the distributions from the ESOP, transfers to other plans,
or transfers into other investment options held by the ESOP.
b. The employer may pay dividends (pass through dividends) either
directly to the participants or as payments to the ESOP that are
distributed to participants.
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c. A participant is a 5-percent-or-more owner after the participant
reaches age 70 1/2.
d. The plan may provide for in-service distributions or hardship distributions.
5.655 For certain leveraged ESOPs, distributions may be delayed for
ESOP shares acquired with a loan until the plan year after the plan year
in which the ESOP loan is fully repaid. This does not apply, however, to certain ESOP distributions following the retirement or death of the participant.
See paragraph B-12 of appendix B of this chapter for information on delayed
distributions in leveraged ESOPs and differences in C and S corporations.

Relevant Assertions
5.656 The relevant assertions related to participant benefit distributions
and withdrawals include whether
a. the payments are made in accordance with the plan provisions and
related documents for benefit payments, hardship withdrawals,
in-service withdrawals (specifically pass through dividends and diversification), and qualified domestic relation orders (QDROs).
b. the payments are made to or on behalf of persons entitled to them
and only to such persons (that is, that payments are not being made
to deceased beneficiaries or persons other than eligible participants
and beneficiaries).
c. the terms of the put option, if applicable, are applied and properly
presented and disclosed.
d. transactions have been authorized, recorded in the proper account,
amount and period in accordance with the plan document and participant's direction.
e. the payments are presented and disclosed in accordance with the
applicable financial reporting framework.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.657 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to participant benefit distributions and
withdrawals:
a. Benefit payments or withdrawals are not properly authorized or in
accordance with the provisions of the plan document.
b. Benefit payments or withdrawals to participants are not recorded
or are recorded in the incorrect amount.
c. Benefit payments per the trustee do not reconcile to amounts per
the recordkeeper.
d. Benefit payments are calculated incorrectly (nonrecognition of
prior diversification election or vested balance).
e. Benefit payments are not in accordance with the participant's election (diversification or form and timing of distribution).
f. Benefit payments are not recorded in the correct participant's account.
g. Benefit payments are made to a participant who is not eligible to
receive benefits.

AAG-EBP 5.655

©2016, AICPA

Employee Stock Ownership Plans

237

h. Put option transactions are improperly recorded in the ESOP financial statements.
i. The distribution of shares are incorrectly recorded at the floor price
rather than the fair value in accordance with GAAP.
Note
It is important for the auditor to assess whether, depending on the specific
facts and circumstances of the control environment relative to financial reporting or misappropriation of assets, a fraud risk is associated with benefit
payments. If the auditor identifies a risk of material misstatement due to
fraud related to benefit payments, the auditor should design and perform
further audit procedures whose nature, timing, and extent are responsive
to the assessed risks of material misstatement due to fraud at the level, in
accordance with paragraph .30 of AU-C section 240, Consideration of Fraud
in a Financial Statement Audit (AICPA, Professional Standards).

Examples of Audit Procedures to Consider
5.658 The following are examples of substantive audit procedures for
auditing participant benefit distributions and withdrawal payments:
a. Obtaining a schedule of all participants receiving benefit distributions or withdrawals for the current plan year and performing the
following for a sample of participants:
i. Determining that the distribution or withdrawal was authorized, whether through the participant's withdrawal
election form or a plan-initiated distribution event (for example, diversification, required minimum distributions at
age 701 /2 ).
ii. Examining the type and amount of payment and propriety
of required approvals. For example, certain distributions
require approval by the plan administrator or others, including distributions requiring spousal consent, diversification, pass through dividends, QDRO distributions, hardship withdrawals, death distributions, disability distributions, and any distributions related to mandatory cash out
provisions.
iii. Determining the participant's or beneficiary's eligibility
(that is, whether the payee meets the plan's eligibility
requirements and is fully vested) by examining evidence of
age and employment history data, comparing employment
dates, credited service, and earnings.
iv. Examining the benefit election form and beneficiary designation to determine appropriateness of payment, including the form and timing of distribution (for example, cash
or stock, diversification, dividend distributions, lump sum
or installments), and spousal consent, if applicable, based
on the terms of the plan document.
v. For plan benefits, such as death and disability benefits,
examining a copy of the death certificate and beneficiary

©2016, AICPA

AAG-EBP 5.658

238

Employee Benefit Plans

form, physician's statement, and other appropriate documents.
vi. Recomputing benefit payments based on the plan provisions and related documents, option elected, age, and pertinent service history.
vii. Recomputing forfeited participant balances based on the
vesting provisions of the plan and pertinent service history.
viii. Recomputing amounts reallocated (recycled)17 to participants due to distributions.
ix. Comparing the total benefit payment amount to cash disbursement records or trustee reports, and to stock transfer
records.
x. For cash benefit payments received directly by participants, testing receipt of the benefit payment. This can be
accomplished by a number of methods, such as confirming payment of benefits by corresponding directly with
selected participants or beneficiaries, comparing canceled
checks with the plan's cash disbursement records (including review of the endorsement), and comparing the payee
name or account name on electronic funds transfers to the
participant or beneficiary name. In addition, the auditor
may want to consider inquiring about the existence and
frequency of participant complaints.
xi. For stock benefit payments, received directly by participants, testing receipt of the benefit payment. This can be
accomplished by a number of methods, such as confirming payment of benefits by corresponding directly with
the selected participant or beneficiaries, agreeing to stock
transfer records for redemption of shares and comparing
the payee name to the participant or beneficiary name.
Note
It is important to note that benefit payments are susceptible to fraud, especially when there is a lack of segregation of duties making it possible for an
employee to divert unauthorized benefit payments to another account outside
the plan.
b. Determining the continued eligibility of participants or beneficiaries to receive installment benefit payments.
c. Obtaining and testing the reconciliation of total benefits paid per
the disbursement register or stock transfer records to the trustee
reports and financial statements.
d. Reviewing the criteria used by the plan to record benefit payments
and determine that the benefit payments have been recorded in
accordance with the applicable financial reporting framework. See

17

See exhibit 3 of this chapter.
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paragraph 5.469 for guidance in reporting benefit payments on the
statement of net assets available for benefits.
e. In some circumstances, cash benefit payments are made by a third
party, such as a bank, an insurance company, or other service
provider. In these circumstances, it is important for the auditor
to obtain an understanding of the internal control procedures for
the third party. This can be satisfied either through obtaining and
evaluating a type 2 SOC 1 report or through applying appropriate
auditing procedures at the service provider.18 These procedures
are performed regardless of whether the plan avails itself of the
limited-scope audit exemption described in paragraph 2.19 of this
guide. Although a type 2 SOC 1 report may be used to reduce
substantive procedures, neither a type 1 nor type 2 SOC 1 report
is designed to provide a basis for assessing control risk sufficiently
low to eliminate the need for performing any substantive tests.
f. For plans that allow cash distributions to be rolled over to another
qualified plan or an IRA, reviewing the plan document to determine
that the rollover was made in accordance with plan provisions and
that the rollover account is in the name of the participant or beneficiary.
g. Verifying the plan properly reflects cash and non-cash distributions on the financial statements (particularly when the employer
sends one net settlement check to vendor for contributions and
distributions).
h. Other procedures may be found in pass through dividends in paragraph 5.628l, forfeitures in paragraph 5.642, and floor price protection in paragraph 5.662, as applicable.

Floor Price Protection
5.659 As part of the auditor's risk assessment, it is important for the
auditor to obtain an understanding of whether the ESOP offers floor price
protection, and if so, the terms of the floor price protection agreements and
whether they have been properly disclosed in accordance with applicable financial reporting framework and regulatory requirements.

Relevant Assertions
5.660 The relevant assertions related to floor price protection may include
the following:
a. Floor price protection exists.
b. Transactions subject to floor price protection are properly disclosed
in the financial statements.
c. Transactions subject to floor price protection are executed in accordance with the agreements, for the applicable time frame.

18
If a type 2 SOC 1 report is obtained that specifically covers the testing of benefit payment disbursements, the auditor may be able to reduce substantive testing of benefit payment disbursements.
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Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.661 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to floor price protection:
a. Payments required under floor price protection are incorrectly
recorded as a plan transaction (for example, as a contribution),
rather than as a direct payment by the employer to the participant
b. Incorrectly recording the distribution of shares at the floor price
rather than the fair value
c. Inaccurate or missing disclosures relating to floor price agreements

Examples of Audit Procedures to Consider
5.662 The following are examples of substantive audit procedures relating
to floor price protection:
a. Confirming or examining documentation of existence of floor price
agreements
b. Based on the terms of the agreement, determining which distributions were eligible for floor price protection, including applicable time frame for floor price protection, and if so, verify the plan
recorded distributions at the fair value rather than the floor price
as of the date distributed by the plan
c. Verifying the ESOP properly reflects cash and non-cash distributions on the financial statements (particularly when the employer
sends one net settlement check for contributions and distributions)
d. Determining that appropriate disclosure for floor price protection
is made in the notes to the financial statements
e. Other procedures may be found in contributions in paragraphs
5.635–.636 and distributions in paragraph 5.658, as applicable

Plan Expenses
5.663 Certain expenses such as independent appraisal fees may be paid
on behalf of the plan by the plan sponsor. ESOPs may also pay administrative
and investment-related expenses out of plan assets provided the plan document
allows for such payments. The types of expenses incurred by an ESOP are
similar to those incurred by a DC plan. The relevant assertions, identified
risks of what can go wrong at the relevant assertion level, and general audit
procedures discussed in paragraphs 5.264–.267 may also apply to ESOPs.

Plan Mergers and Spin-offs
5.664 As discussed in paragraph 5.493, plan mergers and spin-offs are
rare in ESOPs due to the complex rules for governing such plans. Considerations should be given to mergers of additional 401(k) plans into an existing KSOP as well as revaluation of employer stock due to company mergers.
For further discussion on auditing plan mergers and spin-offs, see paragraphs
5.268–.271.

Terminating Plans (Full and Partial) or Frozen Plans
5.665 As discussed in the note to paragraph 5.499 when the ESOP is terminated the participants become 100 percent vested. The ESOP stock would
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then be reappraised as of the termination date. The plan assets should be distributed as soon as administratively feasible and would proceed as determined
in the plan document and distribution policy.
5.666 When terminating a leveraged ESOP, the ESOP debt would be
satisfied, repaid or otherwise settled and the shares are sold prior to or as part
of the termination. In the event of a liquidation of the ESOP as of the financial
statement date, the leveraged ESOP trust would be relieved of its obligation to
pay the debt with no other claim against plan assets other than shares held as
collateral.
5.667 When an ESOP is frozen, the plan continues to operate; however,
no further contributions are made, and the debt in a leveraged ESOP needs
to be settled. Frozen ESOPs are still subject to all reporting requirements as
well as the annual appraisal for privately-held ESOPs. Participants continue
to participate in stock appreciation or depreciation.

Relevant Assertions
5.668 The relevant assertions related to terminating or frozen ESOPs
include the following:
a. Plan terminations are recorded in accordance with plan provisions
and other legal or regulatory documents.
b. Plan terminations are fairly presented in the financial statements
in accordance with the applicable financial reporting framework,
and all necessary disclosures are made and in the proper period.
c. Participants are properly vested when a plan is terminated or when
there is a partial plan termination.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.669 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to terminating or frozen ESOPs:
a. Plan terminations and terms or conditions of the transaction are
not appropriately presented and disclosed.
b. Participants are not properly vested.
c. The ESOP stock is not valued as of the termination date.
d. For a leveraged ESOP, the ESOP debt has not been satisfied, repaid, or otherwise settled in accordance with the debt agreement
and applicable laws and regulations.
Note
Repayment of the ESOP loan with plan assets other than those pledged as
collateral or arising from employer contributions specified as available to
make loan payments or earnings on such fund may violate the terms and
conditions of the prohibited transaction exemption. Such transactions may
be corrected by an additional contribution by the employer resulting in a
contribution receivable. See paragraph B-38 of appendix B of this chapter.
e. The financial statements have not appropriately applied the liquidation basis of accounting, when applicable. For GAAP purposes,
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this means that the financial statements are inappropriately prepared on a going concern basis when liquidation is imminent, or
inappropriately prepared using the liquidation basis of accounting when liquidation is not imminent, as defined in FASB ASC
205-30.
f. Benefit payments are not made only to, or on behalf of, persons
entitled to them.
g. New entrants have been admitted to the plan after the effective
date of the plan freeze or termination.
h. A partial plan termination is not properly recognized resulting in
an understatement or overstatement of participant distributions.

Examples of Audit Procedures to Consider
5.670 The following are examples of substantive audit procedures for
frozen, terminating, or terminated ESOPs, including partial terminations:
a. Determining the effective date, specific terms, and conditions for
the plan freeze or termination by reviewing the supporting documentation provided by the plan sponsor (such as plan documents
and amendments, memos, minutes of trustee and board meetings, and correspondence with regulators, participants, and service
providers).
b. Determining (by reviewing of supporting documentation and discussions with management) whether there was proper authorization for the plan freeze or termination (for example, formal trustee
approval, a plan amendment, or other signed document).
c. Evaluating methods and assumptions used by the appraiser, including for the reappraisal at the termination date, if applicable;
and determining whether the amendments or board resolution has
been properly considered in the appraisal.

Note
When an ESOP enters into a major stock transaction, it is not uncommon for
the trustee to obtain a fairness opinion prepared by the valuation advisor.
This is different than the annual valuation report. See paragraph 5.448 for a
discussion about fairness opinions.
d. Determining that final termination payments to participants are
in accordance with the plan provisions, related documents, and
applicable regulations.
e. Determining that the benefit payments are made only to, or on
behalf of, persons entitled to them.
f. Determining that transactions are recorded in the proper account,
amount, and period and have been appropriately presented and disclosed in accordance with the applicable financial reporting framework.
g. Determining that the liquidation basis of accounting has been properly applied to the financial statements, if applicable.
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Note
If the decision to terminate the plan is made after the year-end but before
the year-end financial statements have been issued, the decision is generally a type 2 subsequent event requiring the disclosure described in AU-C
section 560, Subsequent Events and Subsequently Discovered Facts (AICPA,
Professional Standards).
h. Determining that new entrants have not been admitted to the plan
subsequent to the effective date of the plan freeze or termination.
i. Upon full or partial termination of an ESOP, affected participants
become fully vested in accrued benefits at the termination date.
A partial termination can occur if approximately 20 percent or
more of ESOP participants are terminated by the plan sponsor as a
result of an action, such as a plant closure, a decision to downsize,
or the termination of a product line. The reduction can accumulate
over one or more plan years and still be classified as a partial
termination. Judgment is needed to determine whether a partial
termination has occurred. Consultation with the IRS or qualified
legal counsel may be necessary if questions arise regarding the
occurrence of a partial plan termination.

Note
Interpretation No. 1, "Reporting on Financial Statements Prepared on a Liquidation Basis of Accounting," of AU-C section 700, Forming an Opinion and
Reporting on Financial Statements (AICPA, Professional Standards, AU-C
sec. 9700 par. .01–.05) contains applicable guidance regarding the auditor's
reporting responsibilities when using the liquidation basis of accounting.

Changes in Service Providers
Relevant Assertions
5.671 The relevant assertions related to changes in service providers
(recordkeeper, trustee, custodian, appraiser, or payroll) include the following:
a. Investment balances, payroll information, and participant data
transferred between service providers is complete and accurate
b. Amounts owed to or from service providers are properly calculated
and recorded in the proper period

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
5.672 The following are examples of identified risks of what can go wrong
at the relevant assertion level when the plan has a change in service providers:
a. Amounts transferred between trustees and custodians are not accurate or allocated to the proper investment accounts.
b. Participant data transferred between recordkeepers is not complete
or accurate (for example, lost data or lost participants).
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c. Valuation methodology used by the new appraiser is not consistent
with prior appraisals.
d. Payroll information transferred between payroll service providers
is not complete or accurate.
e. Reconciliations are not completed between the predecessor service
provider and new service provider.

Examples of Audit Procedures to Consider
5.673 The following are examples of substantive audit procedures for
auditing changes in service providers:
Note
To reduce the amount of substantive testing when there has been a change
in service providers, the auditor may consider using type 2 SOC 1 reports
for the predecessor and successor service providers, if available, provided the
type 2 SOC 1 report covers the relevant processes and controls.
a. Testing transaction processing for predecessor and successor service providers during the year to determine that transactions were
processed in accordance with the terms of the plan at both service
providers
b. For a change in recordkeeper, agreeing the total of the participant
accounts per the predecessor recordkeeper prior to the change to
the total recorded by the successor recordkeeper immediately after
the change
c. Selecting individual participant accounts immediately prior and
subsequent to the change to determine that all significant account
information was properly recorded by the successor recordkeeper
d. For a change in trustee or custodian, reconciling assets transferred
from predecessor trustee or custodian to successor trustee or custodian (If an ESOP plan changes trustees or custodians and recordkeepers simultaneously, reconcile the sum of the participant accounts to the net assets per the trustee or custodian immediately
prior and subsequent to the change.)
e. For a change in appraisers determining that the valuation methodology is consistent between periods. If the valuation methodology
has changed significantly this change may be considered a change
in accounting principle, rather than a change in estimate
f. Reviewing the Form 5500 for disclosure of any changes in independent auditors on Schedule C Part III—Termination Information on
Accountants and Enrolled Actuaries
[5.674–.799] [Reserved]
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Appendix A—Defined Contribution Retirement Plan
Operations and Administration
A-1 This appendix provides a more detailed description of defined contribution
retirement plan (DC plan) operations and administration. It is important to
have an understanding of the key plan provisions, roles and responsibilities,
and reports and records that are involved in the operations and administration
of a DC plan. An understanding of these key areas can be obtained from the
plan document, trust document, service agreements, insurance contracts, and
internal policies and procedures manuals.

Documents and Agreements
A-2 A plan is established and maintained by the plan sponsor pursuant to a
written plan instrument. The terms of the plan document generally deal with
matters such as eligibility to participate, entitlement to benefits, funding, plan
amendments, operation and administration of plan provisions, identification
of the plan's fiduciary, allocation of responsibilities among those who serve in
a capacity as a fiduciary, and delegation of fiduciary duties in connection with
the administration of the plan. Among other requirements, for a plan to be
qualified, it must be in writing and communicated to employees.
A-3 The design of the plan may take many forms, such as
a. individually designed. An individually designed plan is meant to
be specific to a plan sponsor and will vary from plan sponsor to plan
sponsor.
b. prototype. Prototype plans are either standardized or nonstandardized as follows:
i. A standardized prototype plan is an agreement in which
the plan sponsor chooses certain features of the plan from
a limited set of options (such as eligibility and vesting provisions, amount of contributions, and methods of benefit
payments). Typically, a basic plan document is supplemented by an adoption agreement that contains the plan
options selected by the plan sponsor.
Note
Standardized prototype plans severely limit the design choices of the plan
sponsor. For example, all members of a controlled group of employees are required to be covered by the plan. As such, compliance errors may readily arise
when an enterprise acquires a company that uses a standardized prototype
plan.
ii. A nonstandardized prototype plan is similar to a standardized prototype plan except that certain features of the
plan differ from the options offered under the standardized
plan.
c. volume submitter. A volume submitter plan is typically a sample
plan that has been sent to the IRS for approval with standard plan
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provisions (for example, vesting or eligibility) that will be in all
volume submitter plans. It may consist of a single document or a
combination of an adoption agreement and a basic plan agreement.
A-4 The summary plan description (SPD) is a document provided by the plan
administrator that includes a plain language description of important features
of the plan document. A plan administrator must provide a SPD to a participant
or beneficiary within 90 days of becoming a participant or becoming eligible to
receive benefits from a plan. An updated SPD must be provided once every
10 years if there have been no plan amendments and every 5 years if plan
amendments have been adopted. Also, unless a new SPD is provided each time
an amendment is adopted, a plan administrator must provide a summary of
the amendment in a summary of material modifications (SMM) to participants
and beneficiaries within 210 days after the close of a plan year in which an
amendment is adopted.
A-5 Tax laws require that retirement plans be funded through a trust. A trust
is a medium under which the retirement plan assets are accumulated, and it
protects the benefit assets from the claims of third parties. The employer or
employees, or both, contribute to the trust. The assets are held in the trust
until distributed to the employees or their beneficiaries according to the plan's
provisions. The trust must have at least one trustee to handle contributions,
plan investments, and distributions from the plan. Note: If the plan is set up
through insurance contracts, the contracts do not need to be held in a trust.
A-6 The trust must be maintained for the exclusive benefit of the employees
and their beneficiaries. IRC Section 401(a) sets out the requirements that a
trust must satisfy in order to qualify for favorable tax treatment. When a trust
is qualified under IRC Section 401(a), it obtains its exemption from income
tax under IRC Section 501(a). The written trust instrument can be included in
the plan instrument or a separate document. The trust instrument names the
trustee and defines the duties and responsibilities of the trustee. These duties
will detail whether the trustee has discretionary or nondiscretionary duties
regarding the investment of plan assets. The custodian may be named trustee.
A-7 The named fiduciary in the plan document is usually an officer, an other
employee of the plan sponsor, a trustee, a union representative, or an administrative committee. The named fiduciary typically reports to those charged
with governance of the plan and has responsibility for the operation of the
plan in accordance with its written terms, trust instrument or insurance contract, and applicable laws and regulations. The duties of the named fiduciary
include making policy decisions as they relate to interpretation of the plan's
provisions, rights of participation, management of investments, and delegation
of operational and administrative duties. Additionally, those persons or entities who exercise discretionary control or authority over plan management or
plan assets, anyone with discretionary authority or responsibility for the administration of a plan, or anyone who provides investment advice to a plan for
compensation or has any authority or responsibility to do so are also subject to
fiduciary responsibilities. The primary responsibility of fiduciaries is to run the
plan solely in the interest of participants and beneficiaries and for the exclusive
purpose of providing benefits and paying plan expenses. Fiduciaries must act
prudently and diversify the plan's investments in order to minimize the risk
of large losses. In addition, they must follow the terms of plan documents to
the extent that the plan terms are consistent with the Employee Retirement
Income Security Act of 1974 (ERISA). They also must avoid conflicts of interest.
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Key Roles and Responsibilities
A-8 It is important to have an understanding of the roles and responsibilities of those charged with governance, as well as what has been delegated to
the key parties that are involved in the operation and administration of the
various types of DC plans. An understanding of these roles and responsibilities can be obtained from the plan document, collective bargaining agreement,
trust document, service agreements, insurance contracts, and internal policies
and procedures manuals. The key parties may include the following (see the
glossary for a more detailed definition of certain terms):
Plan Sponsors
a. Plan sponsor. The plan sponsor is usually the employer or an employee organization, such as a union, trade association, or professional association.
b. Plan administrator. The plan administrator is an individual who is
identified in the plan document as having responsibility for managing the day-to-day administration and strategic decisions for the
plan. The plan administrator can be the employer, a committee of
employees, a company executive, or someone hired for this purpose.
c. Plan participant. A plan participant is an employee that is covered
by the plan.
d. Audit committee or those charged with governance. The person(s)
with responsibility for overseeing the strategic direction of the plan
and obligations related to the accountability of the plan.
e. Administrative committee. Committee responsible for the administration of the plan. The administrative committee generally will
approve changes to the plan document. This committee may be
charged with governance and oversight of the plan.
f. Investment committee. Committee responsible for reviewing and
monitoring investment performance against the established investment policy. The investment committee will generally determine if
changes need to be made to the current investment mix. In some
organizations, the administrative committee responsibilities may
also include serving in the role of the investment committee.
g. Human resources or benefits department. Department within the
company that is generally responsible for the day-to-day administration of the plan operations.
h. Treasury department. Department within the company that is generally responsible for the review of investments.
i. Finance or accounting department. Department within the company that is generally responsible for the preparation of the plan's
financial statements and review of the Form 5500.
j. Payroll department. Department within the company that is generally responsible for participants' earnings and census data, such
as hire date, termination date, sex, marital status, date of birth.
Service Providers
a. Trustee. The plan trustee is the party who has the exclusive authority or discretion to manage or administer the plan. The trustee
can be subject to the direction of a named fiduciary, and the named
fiduciary can appoint one or more investment managers for the
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plan's assets. Trustee services may be bundled with recordkeeper
services or unbundled. A qualified plan's assets must be held in
trust and used solely to benefit the participants of the plan. The
trust must have at least one trustee to handle contributions, plan
investments, and distributions from the plan. Note: If the plan is
set up through insurance contracts, the contracts do not need to be
held in a trust.
b. Custodian. The custody of the plan's investments is typically entrusted to a bank, an insurance entity, or a member of a national
securities exchange that is responsible for their receipt, delivery,
and safekeeping under a contract. A custodian may also serve as
the trustee. Custodian services may be bundled with recordkeeper
services or unbundled.
c. Investment manager or adviser. The investment manager generally
provides investment advice, research services, and certain administrative services under a contract.
d. Recordkeeper. A recordkeeper is responsible for the maintenance of
the individual accounts of participants in a DC plan.
e. ERISA counsel. Legal counsel that has a specialization in the IRC
and ERISA and legal matters surrounding plan operations.
f. Plan appraiser. Expert used by plan management to value plan
assets based upon standardized appraisal methodologies.
g. Third-party pricing vendors. Sources used by plan management to
obtain pricing information for investments that are valued at fair
values using no observable inputs.
h. Outside administrators, Service organizations that perform specific administrative functions that have been outsourced by plan
management, such as enrollment, payment of benefits, collection
of contributions for specific groups, annual tax compliance testing,
and data storage for personnel records.

Plan Sponsor Responsibilities
A-9 The plan sponsor's responsibilities include the following:
a. General administration. The plan administrator generally provides
notice of eligibility to participants during new hire orientation.
Employees are provided a copy of the SPD and subsequent amendments via the SMM. The plan administrator must provide blackout
notices to all participants and beneficiaries whose rights under the
plan will be temporarily suspended, limited, or restricted by the
blackout period.
b. Contribution and enrollment process. The plan sponsor monitors
eligibility and enrollment. If auto-enrollment is provided, participants are automatically enrolled at a predetermined deferral percentage unless the participant elects otherwise prior to the autoenrollment period. Participants are notified of the deferral percentage and the default fund election. The plan sponsor provides employees auto-enrollment notification and safe harbor notifications,
as applicable.
The plan sponsor is responsible for determining that the eligibility
provisions of the plan are properly monitored and for the accuracy
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of contributions including the proper definition of compensation,
elected deferral percentages, and the accuracy of employer contribution calculations. Additionally, the plan sponsor is responsible
for the timely remittance of participant contributions and loan repayments to the trust.
c. Distribution process. The plan document describes the options
available to the participants. In a fully automated recordkeeping
environment this is usually achieved by providing timely termination or separation dates. The plan sponsor may authorize and
approve distributions or delegate the approval of distributions to
the recordkeeper. When delegated to the recordkeeper, the receipt
of a termination or separation date serves as the recordkeepers authorization for the distribution, although, there are certain plans
that allow participants to remain in the plan after termination.
Additionally, the plan sponsor will receive a feedback file from the
recordkeeper detailing hardship distributions and contribution discontinuances. The plan sponsor would process the discontinuance
of the contribution in the payroll system.
d. Loan process. The plan sponsor chooses a loan policy that best
meets the needs of the participants. The processing of loan application is generally handled by the recordkeeper. Once a new loan
is initiated by the participant, the plan sponsor will receive a feedback file from the recordkeeper that will provide the information
necessary to setup the loan repayments in the payroll system. The
plan sponsor is responsible for the accurate and timely setup of
loan repayments from payroll. Additionally, the plan sponsor is
responsible for the timely remittance of loan repayments.

Recordkeeper Responsibilities
A-10 The recordkeeper's responsibilities generally include the following:
a. Transaction processing and account maintenance which include
purchases, redemptions, exchanges, transfers, and name and address changes. Data can come from the following sources:
i. Received from plan sponsor. The recordkeeper generally
receives and accepts data and other information from the
plan sponsor. The information generally includes changes
and amendments to plan document provisions, employee
information (for example, date of birth, date of hire, termination date, years of service, eligibility date), contribution
and loan repayment data. Data received from the plan
sponsor generally is subjected to a series of system edit
checks before acceptance by the recordkeeper. If errors are
noted, the plan sponsor is required to provide additional
information or revise original data.
ii. Received from pricing services. The recordkeeper also receives pricing feeds on a daily basis for daily valuation of
plan investments.
iii. Received from participants. The recordkeeper receives information directly from plan participants either by hard
copy, electronically, or via voice response system. The data
received generally includes address changes, changes to
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deferral percentage elections, changes to investment elections, distribution and loan requests.
iv. Provided by recordkeeper directly to the plan sponsor. The
recordkeeper provides feedback files to the plan sponsor.
These feedback files include changes to deferral percentages, loan repayment setups, and hardship distribution
contribution discontinuances.
v. Provided by recordkeeper directly to plan participants.
The recordkeeper provides information directly to plan
participants. This information may include enrollment information, diversification notifications, changes in investment options, and periodic participant statements (hardcopy or online).
vi. Provided to the investment adviser. The recordkeeper will
summarize participant transactions on a daily basis and
provide direction for investment transactions to the investment adviser or trustee.
b. Shareholder services include the following: answering calls via call
centers and other automated services, responding to letters and
emails, mail services, image documents and electronic communications.
c. Reconciliation and administration includes control and reconciliation for shares and money movements, transfer agent system
maintenance and technical support.
Note
The recordkeeper may have other duties depending upon their contract with
the plan sponsor and the nature of the plan. This may include the tax compliance testing, preparation of the Form 5500, distribution forms or notices,
ESOP collateral release determination or other matters as defined in their
services agreement.

Trustee or Insurance Company Responsibilities
A-11 The trustee collects and holds plan assets in trust for the participants.
The trustee is usually responsible for processing investment transactions including those resulting from participant-directed transactions (for example,
contributions, transfers, distributions, and loans) and income, preparing summary financial reports, and disbursing funds to participants or to pay fees and
expenses of the trust. Certain DC plans will use an insurance company in a
role similar to the trustee. The trustee or insurance company may or may not
be affiliated with the recordkeeper.

Key Plan Provisions
A-12 The auditor gains an understanding of the key plan document provisions
of a DC plan in order to design and execute appropriate audit procedures. The
following provisions are commonly found in a DC plan:
a. Eligibility. Eligibility is the minimum age and service requirement
that the plan requires as a condition of participation. IRC Section
410(a)(1) sets forth the maximum eligibility provisions that the
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plan can require: attainment of age 21 and 1 year of service. Plans
may have less restrictive eligibility provisions, with many allowing
participation upon hire with no minimum age requirement. Additionally, the plan may provide separate eligibility requirements
for different contributions. For example, the plan may provide for
immediate eligibility for employee contributions but require 1 year
of service for eligibility for employer contributions.
b. Date of participation (plan entry). Plan entry is the date that the
plan allows entry into the plan once the eligibility provisions have
been met. IRC Section 410(a)(4) sets forth the requirement as the
earlier of the first day of the first plan year beginning after the
date on which the employee satisfied the minimum age and service
requirements or the date six months after the date on which the
employee satisfied the minimum age and service requirements.
Plans may have less restrictive eligibility provisions, with many
plans allowing participation immediately upon meeting eligibility
requirements.
c. Auto-enrollment. In recent years, there has been an increase in
the number of plans that provide for auto-enrollment. Under an
auto-enrollment provision, a participant is automatically enrolled
in the plan after a period of time (usually 60–90 days after meeting the eligibility provisions of the plan) at a minimum employee
deferral contribution percentage unless an election is made to not
participate or to defer at a greater percentage.
d. Contributions. Several different types of contributions may be provided in the plan document, including the following:
i. Employee contributions:
(1) Pretax. The plan document may permit an employee to elect to have his or her employer contribute a portion of the employee's wages to a
401(k) plan on a pretax basis. Pretax contributions are not subject to federal income tax withholding at the time of deferral, and they are not
reflected as income on the employee's Form 1040.
Additionally, elective deferrals are always 100
percent vested or fully owned by the employee.
(2) Roth. A 401(k) plan may permit an employee
to designate irrevocably some or all of his or
her salary deferrals under the plan as designated Roth contributions. Designated Roth contributions are salary deferrals that, unlike pretax elective deferrals, are currently includible in
gross income. Separate accounting of contributions, gains, and losses is maintained.
(3) Rollover. A rollover is a transfer of contributions
into a qualified DC plan from another qualified
plan or an IRA.
ii. Employer contributions:
(1) Matching. If the plan document permits, the
employer can make matching contributions for
an employee who contributes elective deferrals

©2016, AICPA

AAG-EBP 5.800

252

Employee Benefit Plans

to the 401(k) plan. For example, a 401(k) plan
might provide that the employer will contribute
50 cents for each dollar that participating employees choose to defer under the plan. Employer
matching contributions may be subject to annual
tests to determine if specific nondiscrimination
requirements are met.
(2) Discretionary. If the plan document permits,
the employer can make additional contributions
(other than matching contributions) for participants, including participants who choose not to
contribute elective deferrals to the 401(k) plan. If
the 401(k) plan is top-heavy, the employer may
be required to make minimum contributions on
behalf of certain employees. In general, a plan is
top-heavy if the account balances of key employees exceed 60 percent of the account balances of
all employees.
(3) Profit sharing. Contributions to a profit-sharing
plan are discretionary. No set amount is required
to be contributed, and contributions are not necessarily dependent on profits. The plan document
must state the formula for allocating contributions to participants. The most common method
for determining each participant's allocation is
the "comp-to comp" method. Under this method,
the employer calculates the sum of all its employees' compensation (the total "comp"). To determine each employee's allocation of the employer's contribution, the employer divides the
employee's compensation (employee "comp") by
the total "comp." The fraction is then multiplied
by the amount of the employer contribution.
(4) Money purchase pension. Employers who sponsor
money purchase pension plans are required to
make (or fund) contributions to the plan for the
plan year, as required under the terms of the plan
document. Failure to do so may result in a funding
deficiency that is initially subject to an excise tax
equal to 10 percent of the accumulated funding
deficiency. If not corrected, the funding deficiency
may be subject to an additional excise tax equal
to 100 percent of the deficiency.
e. Vesting and forfeitures. As discussed previously, IRC Section 411
requires that each employee vest or own, at a minimum, a stated
percentage of his or her interest in the plan each year. A plan's
vesting schedule will be described in the plan document. Many
plans provide for 100 percent vesting for all employees immediately
upon their commencement of participation. All employees must be
100 percent vested by the time they attain normal retirement age
under the plan and when the plan is terminated. Participants are
fully (100 percent) vested in their contributions. Amounts that are
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not vested may be forfeited by the employees when they separate
from service with the employer. The plan document will describe
how these forfeitures will be used: either to increase benefits or to
fund future benefits for other plan participants.
f. Benefit distributions. The amount, timing, and form of benefits paid
to participants and beneficiaries are determined in accordance with
the plan document. Generally, the law requires plans to pay benefits no later than the time an employee reaches normal retirement age, and many plans provide earlier payments under certain
circumstances. The plan document will describe the distributable
events provided for by the plan. Common distributable events that
allow participants to obtain a distribution include a participant's
termination, retirement, death, or disability. In addition to these
events, the plan document may allow for hardship distribution. The
plan document will also indicate the form of payment. The most
common forms of payment are lump sum, annuity, or installments.
g. Hardship distributions. Many plans that provide for elective deferrals provide for hardship distributions. Thus, 401(k) plans, 403(b)
plans, and 457(b) plans may permit hardship distributions. If a
401(k) plan provides for hardship distributions, it must provide
the specific criteria used to make the determination of hardship.
For example, a plan may provide that a distribution can be made
only for medical or funeral expenses but not for the purchase of a
principal residence or payment of tuition and education expenses.
In determining the existence of a need and the amount necessary
to meet the need, the plan must specify and apply nondiscriminatory and objective standards. The rules for hardship distributions
from 403(b) plans are similar to those for hardship distributions
from 401(k) plans. If a 457(b) plan provides for hardship distributions, it must contain specific language defining what constitutes a
distribution on account of an unforeseeable emergency.
Whether a need is immediate and heavy depends on the facts and
circumstances. Certain expenses are deemed to be immediate and
heavy, including (a) certain medical expenses; (b) costs relating
to the purchase of a principal residence; (c) tuition and related
educational fees and expenses; (d) payments necessary to prevent
eviction from, or foreclosure on, a principal residence; (e) burial or
funeral expenses; and (f) certain expenses for the repair of damage
to the employee's principal residence. Expenses for the purchase
of a boat or electronics would generally not qualify for a hardship
distribution.
A distribution is not considered necessary to satisfy an immediate
and heavy financial need of an employee if the employee has other
resources available to meet the need, including assets of the employee's spouse and minor children. Whether other resources are
available is determined based on facts and circumstances. A distribution is deemed necessary to satisfy an immediate and heavy
financial need of an employee if (a) the employee has obtained all
other currently available distributions and loans under the plan
and all other plans maintained by the employer, and (b) the employee is prohibited, under the terms of the plan or an otherwise
legally enforceable agreement, from making elective contributions
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and employee contributions to the plan and all other plans maintained by the employer for at least six months after receipt of the
hardship distribution.
The amount of elective contributions available for a hardship distribution cannot be more than the amount of the employee's total
elective contributions, including designated Roth contributions, as
of the date of distribution, reduced by the amount of previous distributions of elective contributions. This maximum distributable
amount generally does not include earnings, qualified nonelective
contributions, or qualified matching contributions unless the plan
provides that certain grandfathered amounts are included. Other
amounts under the plan, if any, such as regular matching contributions and discretionary profit-sharing contributions, may also be
distributed on account of hardship if the plan so provides.
h. Qualified domestic relations order. Additionally, the plan must provide for a qualified domestic relation order (QDRO). A QDRO is a
domestic relations order that creates or recognizes the existence
of an alternate payee's right to receive, or assigns to an alternate
payee the right to receive, all or a portion of the benefits payable
with respect to a participant under a plan, including certain information that meets certain other requirements.
i. Participant loans. A DC plan may, but is not required to, provide
for participant loans. If a plan provides for participant loans, the
plan may limit the amount that can be taken as a loan. The maximum amount the plan can permit as a loan is (a) the greater of
$10,000 or 50 percent of the vested account balance or (b) $50,000,
whichever is less. For example, if a participant has a vested account balance of $50,000, the maximum amount he or she can
borrow from the account is $25,000. A participant may have more
than one outstanding loan from the plan at a time. However, any
new loan, when added to the outstanding balance of all the participant's loans from the plan, cannot be more than the plan maximum
amount. In determining the plan maximum amount in that case,
the $50,000 is reduced by the difference between the highest outstanding balance of all the participant's loans during the 12-month
period ending on the day before the new loan and the outstanding
balance of the participant's loans from the plan on the date of the
new loan. A plan may require the spouse of a married participant
to consent to a plan loan.
A plan that provides for loans must specify the procedures for applying for a loan and the repayment terms for the loan. The plan
document or loan policy will also indicate the interest rate that
is charged on the loan. Repayment of the loan must occur within
five years, and payments must be made in substantially equal payments that include principal and interest and that are paid at least
quarterly. Loan repayments are not plan contributions. A loan that
is taken for the purpose of purchasing the employee's principal residence may be able to be paid back over a period of more than
five years. A plan may suspend loan repayments for employees
performing military service. A plan also may suspend loan repayments during a leave of absence of up to one year. However, upon
return, the participant must make up the missed payments either
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by increasing the amount of each monthly payment or paying a
lump sum at the end so that the term of the loan does not exceed
the original five-year term.
Loans are not taxable distributions unless they fail to satisfy the
plan loan rules of the regulations with respect to amount, duration, and repayment terms, as previously described. In addition,
a loan that is not paid back according to the repayment terms is
treated as a distribution from the plan and is taxable as such. A
loan that is in default is generally treated as a taxable distribution from the plan of the entire outstanding balance of the loan (a
deemed distribution). The plan's terms will generally specify how
the plan handles a delinquent loan and when it may be considered in default. A plan may provide that a loan does not become a
deemed distribution until the end of the calendar quarter following
the quarter in which the repayment was missed. (See paragraph
5.51 for further discussion.)

Reports and Records
A-13 The following are common records and reports that are used when auditing the financial statements of an employee benefit plan, with explanations
about how these reports are generally produced and used. This may vary by
plan depending on the systems and processes in place:
a. General accounting records. Plans are required to maintain records
of their receipts and disbursements; however, in many cases, they
are prepared by the trustee, insurance company, or recordkeeper.
Many times, general ledgers are not maintained by the plan sponsor. See paragraph 1.37 of this guide.
b. Participant records (employee data). Participant records (employee
data) are generally maintained on internal systems maintained by
the employer or third parties, such as human resource information
or payroll systems. The information typically includes employee
identification number, sex, marital status, employee classification,
date of birth, date of hire or rehire, rate of pay or hours worked,
other forms of compensation, and contributions made to employersponsored plans. The records are updated on a recurring basis as
information requires modification due to changes in information
for employee hires, termination, retirements, changes in classification, or compensation. These records are often made available to
third-party service providers, such as the recordkeeper. Participant
records are generally made available to the recordkeeper through
payroll feeds. The recordkeeper utilizes the data feeds to update
participants' accounts for determination of eligibility and eligibility for distributions (based on terminations and retirements).
c. Contribution records. Contribution records are generally maintained on the payroll system. The information includes the contribution and loan repayments for each participant in the plan. The
(weekly, biweekly, semimonthly, or monthly) contribution records
are utilized by the recordkeeper to update participants' accounts
for contributions and loan repayments, including the allocation of
such amounts based upon the participant's investment fund elections. These records may also be utilized by plan management
to timely remit contributions and loan repayments to the trust.
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Changes to contribution rates and new loan repayments (both principal and interest) initiated by the participant directly through the
recordkeeper's system are provided to the employer via feedback reports. The plan sponsor updates the payroll system for the changes
provided.
Note
The summation of year-to-date contributions at the participant level maintained by the recordkeeper should reconcile to the year-to-date totals reflected
on the trust statement and employer's payroll reports.
d. Distribution records. Distribution records are generally maintained
by the recordkeeper or party responsible for calculating amounts
available for distribution under the plan. As previously noted, the
participant records will be utilized to determine if a participant
is eligible for a distribution and may require authorization. Once
the determination of eligibility for distribution is determined, the
responsible party will use participant records and participant account information to determine the amount available for distribution based upon vesting provisions of the plan. The distribution is deducted from the participant's account maintained by the
recordkeeper, and the approved distribution is communicated to
the trustee for payment to the participant or beneficiary. The payment is made by check or electronic funds transfer, with applicable
tax withholding. Nonvested amounts are automatically transferred
to a forfeiture account. Distributions generally occur on a recurring
basis, with monthly trust statements and recordkeeping reports
prepared summarizing distributions paid during the reporting
period.
Note
The year-to-date listing of participant distributions from the distribution register should reconcile to the year-to-date totals reflected on the recordkeeper
report and trust statement.
e. Participant account information. Participant account information
is maintained by the recordkeeper. The information includes the
cumulative activity in a participant's account that represents the
beginning of period net assets, plus activity during the reporting
period that generally includes contributions, distributions, investment income (loss), and administrative expenses. Most recordkeeping systems maintain these records on a daily basis.
Note
The recordkeeping reports should be reconciled to the books and records of
the plan maintained by the trustee.
f. Investment manager reports. Investment manager reports are often utilized by the plan to provide direction for the investment of
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the plan's assets. The execution of the investment transaction is
processed by the trustee or custodian.
Note
Generally, the investment manager periodically reconciles investment transactions and holdings in assigned asset pools to the activity and amounts
reported in the plan's records maintained by the trustee or custodian.
g. Investment records. Investment records are maintained by the
trustee or custodian. Transactions are executed by the trustee or
custodian at the direction of the recordkeeper or investment manager for a directed trust arrangement.
Note
The trustee or custodian should reconcile transactions processed to those
initiated by the recordkeeper or investment manager.
h. Trust or custodian statements. Trust or custodian statements are
maintained by the trust or custodian system and many times represent the books and records of the plan. These statements detail
all receipts and disbursements, including investment transactions,
during the period. The trustee or custodian system records contributions, earnings and losses, plan investments, expenses, and
distributions.
i. Recordkeeper statements. Recordkeeper statements are maintained
by the recordkeeping system and represent both the activity posted
to each participant's account during the period, as well as a planlevel consolidation of all such activity. The recordkeeping system helps track and properly allocate contributions, earnings and
losses, plan investments, expenses, and distributions to a participant's account.
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5.801

Appendix B—Regulations, Administration, and
Operation of an ESOP
Background
B-1 Employee stock ownership plans (ESOPs) are a specialized form of defined
contribution plan that is established by employers for a variety of reasons. The
most common private company application is to facilitate a transfer of ownership. ESOPs are authorized to invest up to 100 percent of plan assets in
employer stock and to incur debt to purchase this stock. The debt may be
provided by a related party or an outside party with the financial assistance
of a related party. That assistance may take the form of a guarantee of the
debt, a commitment to make contributions or to pay dividends to fund the
debt, or other similar arrangements. ESOPs that incur debt are referred to as
leveraged ESOPs regardless of whether the debt is with an outside party or a related party. This appendix provides background information about ESOPs and
the requirements for the prohibited transactions exemptions for purchasing,
holding, or selling employer securities or incurring debt.
B-2 The operation of an ESOP is controlled by Section 409 of the IRC of 1986.
The Employee Retirement Security Act of 1974 (ERISA) provides ESOPs with
specific exemptions from the prohibited transaction rules. Specifically, ERISA
permits ESOPs to purchase stock from, or sell stock to, a party in interest
and to incur debt that is directly or indirectly provided by a party in interest.
These privileges apply for both the IRC and ERISA. The exemptions from the
prohibited transactions rules are also reflected in ERISA Sections 407 and 408
and IRC Section 4975.
B-3 In addition to leveraged ESOPs, other types of plans, such as non-leveraged
ESOPs and KSOPs (a combination of an ESOP and a 401(k) plan) may be
leveraged, as well as PAYSOPS or TRASOPS, which are based on expired tax
incentives.

Leveraged ESOPs
B-4 The typical leveraged ESOP transaction is generally structured as follows:

AAG-EBP 5.801

©2016, AICPA

Employee Stock Ownership Plans

259

B-5 The employer often arranges for financing directly from a commercial
lender then establishes a second loan (an indirect loan) between the company
and the ESOP. This enables the employer to control the tax consequences and
employee benefit attributes by negotiating terms for the ESOP loan that fit
their objectives. There are also other ways to finance ESOP transactions. For
example, the employer may make a loan to the ESOP without the need to
arrange additional outside financing (an inside loan), or the ESOP may borrow
funds directly from a commercial lender (a direct loan). A shareholder selling
shares to the ESOP may finance the sale through an installment contract (a
direct loan).
B-6 The shares of employer stock purchased by the ESOP are used as collateral for the loan and are initially held in a suspense account until allocated to
the individual participant accounts. Shares are allocated to the participants'
accounts as the loan is repaid through employer contributions, dividends, or
both. The tax law and the plan document control eligibility, vesting, allocations,
and distributions. The release of shares from collateral for allocation to participant accounts is controlled by the ESOP loan agreements and the prohibited
transaction exemption regulations, as discussed in paragraphs B-38–B-39 of
this appendix.
B-7 An ESOP may make distributions in cash or employer stock to terminated employees (whether due to death, disability, retirement, or other separation from service), pursuant to the plan document. In addition, ESOPs may
provide for in-service distributions, including diversification, as discussed in
paragraphs B-20–B-21 of this appendix. In some cases, distributed shares are
subsequently repurchased by the plan with an installment note. This transaction is considered to be a securities acquisition loan that is typically subject to
the prohibited transaction exemption requirements governing such financing.
B-8 The employer contribution rate in an ESOP may be determined periodically at the discretion of the employer, fixed by the ESOP loan agreement,
plan document, or other contractual agreement or a combination of these. Frequently, the ESOP loan agreement will require the employer to fund the current year's debt service with employer contributions and commit any available
dividends paid during the year for debt service. Dividends on shares held as
collateral are available to make payments on the loan under which they were
acquired, if the loan and plan documents so provide. Dividends paid on shares
already allocated to participant accounts face several restrictions on how they
may be available to repay debt. Dividends paid on shares that were not acquired with a specific loan generally are not available to make payments on
such loan. If provided for in the plan document, ESOPs can receive employee
contributions, but such amounts are generally considered to be unavailable for
debt service.

Definitions
B-9 The following terms are used throughout chapter 5B and this appendix.
These terms are frequently encountered in ESOP transactions. When such
definitions come from an authoritative source, such source is noted in the
definition.
Repurchase liability or repurchase obligation. For purposes
of this guide, repurchase liability or repurchase obligation is the
phrase used by ESOP sponsors and advisers to describe the commitment that the employer has to create liquidity for distributions

©2016, AICPA

AAG-EBP 5.801

260

Employee Benefit Plans

from the plan. This liquidity may be provided through dividend
payments on the employer stock held by the plan, cash contributions, repurchase of employer stock from the plan with respect to
distributions in pay status, or repurchase of employer stock after
the shares have been distributed to a plan participant.
Current value. In accordance with ERISA Section 103(b)(3), current
value is the value that is to be used on Form 5500 and is defined as
follows:
ERISA 3(26) The term "current value" means fair market
value where available and otherwise the fair value as determined in good faith by a trustee or a named fiduciary (as
defined in section 402(a)(2)) pursuant to the terms of the plan
and in accordance with regulations of the Secretary, assuming an orderly liquidation at the time of such determination.
Fair market value. Fair market value is the concept used in the IRC
with respect to ESOP activity. It is grounded in Revenue Ruling
59-60 and multiple interpretations. As outlined in Revenue Ruling
59-60, fair market value is
.... the price at which the property would change hands between a willing buyer and a willing seller when the former
is not under any compulsion to buy and the latter is not under any compulsion to sell, both parties having reasonable
knowledge of relevant facts. Court decisions frequently state
in addition that the hypothetical buyer and seller are assumed to be able, as well as willing, to trade and to be well
informed about the property and concerning the market for
such property.
Adequate consideration. For purposes of the prohibited transaction exemption, adequate consideration is the value measurement
for buying or selling plan assets. In accordance with ERISA Section
3(18), it is defined as follows:
The term "adequate consideration" when used in part 4 of
subtitle B means (A) in the case of a security for which there
is a generally recognized market, either (i) the price of the
security prevailing on a national securities exchange which
is registered under section 6 of the Securities Exchange Act
of 1934, or (ii) if the security is not traded on such a national
securities exchange, a price not less favorable to the plan
than the offering price for the security as established by the
current bid and asked prices quoted by persons independent
of the issuer and of any party in interest; and (B) in the
case of an asset other than a security for which there is a
generally recognized market, the fair market value of the
asset as determined in good faith by the trustee or named
fiduciary pursuant to the terms of the plan and in accordance
with regulations promulgated by the Secretary.
Fair value. The price that would be received to sell an asset or paid
to transfer a liability in an orderly transaction between market
participants at the measurement date. (FASB ASC Master Glossary)
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Direct loan. A direct loan is a loan made by a lender other than the
employer to the employee stock ownership plan. Such loans often
include some formal guarantee or commitment by the employer.
(FASB ASC Master Glossary)
Indirect loan. An indirect loan is a loan made by the employer to
the employee stock ownership plan with a related outside loan to
the employer. (FASB ASC Master Glossary)
Inside (employer) loan. An employer or inside loan is a loan made
by the employer to the employee stock ownership plan without a
related outside loan to the employer. (FASB ASC Master Glossary)
Qualified appraiser. A qualified appraisal is an appraisal document that is made, signed, and dated by a qualified appraiser in
accordance with generally accepted appraisal standards and satisfies the requirements of the applicable law or regulations.1
Qualified appraisal. A qualified appraiser is a person who has
earned an appraisal designation from a recognized professional organization, has met educational and experience requirements, regularly performs appraisals for which there is compensation, has not
been prohibited from practicing before the IRS and is not a party
to any conflicted engagements.2

Regulations
Tax Status of the Plan Sponsor
B-10 Only corporations may sponsor an ESOP because the only permissible
employer security is common stock or preferred stock convertible into such
common stock. The tax status of the corporation as a C corporation (taxable as
an entity) or S corporation (taxable at the shareholder level) affects the design
and operation of the ESOP. The right of the ESOP to borrow funds and use
contributions or dividends for debt service is not affected by the corporation's
tax status. However, the contribution limits, annual addition limits, and distribution requirements are affected by the corporate form. In addition, ESOPs
of S corporations face an additional compliance test (IRC Section 409(p)) and
a possible restriction on the right of the plan to sell employer stock to certain
persons, as discussed in paragraphs B-28–B-39 of this appendix. Generally,
these distinctions will be addressed in the plan document.
B-11 Sometimes, an ESOP is established for a controlled group of corporations
or a group of commonly controlled trades or businesses. Typically, in such
situations, the employer stock is that of the common parent corporation. When
there are unincorporated group members, additional complexities arise because
the definition of a qualified employer security3 and the associated tax benefits
are limited to corporate members of a controlled group. In such situations, the

1
See IRC Regulation Section 1.170A-13(c)(3) and IRS Notice 2006-96 (2006-46 I.R.B. 902). The
Department of Labor contributed insight on their expectations for the appraiser and appraisal in
the proposed regulations governing the definition of adequate consideration. See ERISA Proposed
Regulation at 2510.3-18(b).
2
See IRS Publication 561 for additional information on these two terms and how they are
applied.
3
IRC Section 409(l) defines a qualified employer security.
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workers for the unincorporated members are typically employed by a corporate
member and "leased" to the unincorporated member.4
B-12 The following discussion summarizes the tax issues that affect the
ESOP's operations. This is not intended to be an all-inclusive list.
a. C corporations
i. The deduction limit for employer contributions to an ESOP
is 25 percent of covered compensation plus the full amount
of any interest on the ESOP loan covered by that contribution, provided that all contributions are allocable under
IRC Section 415, as outlined in a(ii) that follows. See IRC
Section 404(a)(6) and (9) and 404(j). Separate, additional
deduction limits are available for other qualified plans of
the sponsor.
ii. The annual addition (IRC Section 415) limit for a leveraged ESOP does not include any contributions made to
pay interest on the ESOP loan or any forfeiture of previously leveraged shares, provided that not more than onethird of the ESOP allocations go to the accounts of highly
compensated employees (HCEs), as HCE is defined for discrimination purposes. See IRC Section 415(c)(6).
iii. If the plan so provides, the annual addition limit may be
measured by the lesser of the employer contribution used
to fund the loan payment or the value of the shares allocated to the participant's account from the application of
that contribution to ESOP debt service. See IRC Regulation Section 54.4975-11(a)(8).
iv. Sellers of employer stock to a C corporation ESOP may
elect to defer tax on the proceeds received from the sale.
See IRC Section 1042. When such election is made, IRC
Section 409(n) imposes additional participation or allocation restrictions on the plan.
v. Distributions of shares acquired with an outstanding loan
can be deferred until the loan is retired. See IRC Section
409(o)(1)(B).
vi. Convertible preferred stock can only be used in a C corporation ESOP.
vii. Dividends paid on ESOP shares may be deductible if applied to debt service, distributed to ESOP participants, or
made subject to a cash or deferred election by the participant. Under the cash or deferred option, if such dividends
remain in the trust, they must be reinvested in employer
stock. It is common practice for C corporations to report
dividends paid directly to ESOP participants using Form
1099-DIV as a dividend payment, rather than the plan
preparing Form 1099-R. Such dividend activity is generally reported by the ESOP on Form 5500 as dividends and
distributions. See IRC Section 404(k).

4

For more information, see General Counsel Memorandum 39880.
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b. S corporations
i. The deduction limit for employer contributions is 25 percent of covered compensation. This deduction limit includes all qualified retirement plans of the sponsor and
includes contributions used to fund interest payments on
the ESOP acquisition loan. See IRC Section 404(a)(6) and
404(j). The deduction limit is less generous than the deduction limit provided to C corporation ESOPs.
ii. The annual addition (IRC Section 415) limit includes any
contributions, whether for principal or interest. In addition, all forfeitures count against this limit. Again, an
S corporation realizes a lower ESOP tax benefit than is
available when the employer is a C corporation.
iii. As with C corporations, if the plan so provides, the annual
addition limit may be measured by the lesser of the employer contribution used to fund debt service or the value
of the shares allocated to the participant's account from
such contribution.
iv. Sellers of employer stock to an S corporation ESOP get no
additional tax advantage for an ESOP sale. However, IRC
Section 409(n) rules described in item a(iv) in paragraph
A-12 may carry over into an S corporation ESOP if the
employer was previously a C corporation, and a selling
shareholder elected the tax-deferred sale treatment.
v. Most ESOP advisers conclude that S corporation ESOPs
are not permitted to defer distributions while the original acquisition loan is outstanding. However, some believe this deferral of distributions remains available to
leveraged ESOPs of S corporations.5
vi. S corporation ESOPs may eliminate distributions in employer stock and make only cash distributions, or they may
distribute shares subject to a requirement for an immediate put of such shares to the corporation or the ESOP.
vii. ESOPs as shareholders of an S corporation pay no unrelated business income tax on the pass-through income attributable to qualifying employer securities that is, voting
common stock of the employer. Unrelated business income
tax is due by the plan to the extent the ESOP holds nonvoting common stock. (Preferred stock is not permitted for
ESOPs of S corporations.) See IRC Section 512(e)(3).
viii. S corporation ESOPs are subject to an additional compliance test under IRC Section 409(p). This provision limits
allocations to certain persons and, if violated, can result
in the disqualification of the ESOP, taxation of certain account balances, and penalties. See IRC Regulation Section
1.409(p)-1(b)(2)(iv)(B). Some ESOPs avoid these penalties
5
IRC Section 409(o)(1)(B) permits a deferral of distribution for shares associated with a loan
"described in IRC Section 404(a)(9)." This section describes the typical securities acquisition loan but
only applies in the case of a C corporation. So, the controversy is whether that restriction to a C
corporation is part of the description of such loan.

©2016, AICPA

AAG-EBP 5.801

264

Employee Benefit Plans

by transferring some employer stock into a separate nonESOP component of the plan. In such circumstances, the
pass-through income attributable to the shares held in the
non-ESOP component is subject to the unrelated business
taxable income rules. This may require making quarterly
deposits of estimated tax and filing an annual Form 990-T
by the ESOP.

Tax Benefits and Related Compliance Matters
B-13 As with other qualified retirement plans, ESOP participants defer paying taxes on the employer stock allocated to their individual accounts as well
as other employer contributions and related income earned until the benefits
are distributed. As discussed in paragraph B-45 of this appendix, the method
for allocating contributions and trust earnings and making distributions is different for an ESOP in comparison to the more familiar, participant-directed
401(k) or 403(b) plans.
B-14 ESOPs are tax-qualified retirement plans under the IRC. They must
satisfy the same general qualification requirements as other defined contribution retirement plans, including the minimum coverage, minimum vesting, and
nondiscrimination rules. ESOPs are subject to additional qualification requirements because they are structured to invest primarily in qualifying employer
securities, are permitted to incur related party debt, and offer significant tax
incentives.
B-15 An ESOP document must specify its intent to meet the terms and conditions of IRC Section 4975(e). The document must include the specific qualification requirements of an ESOP, including
a. holding primarily "qualifying employer securities,"
b. annual valuation requirements,
c. diversification,
d. voting, and
e. distributions and put options.
Further, to obtain the tax incentives outlined in paragraph B-12, a series of
additional operational rules apply as described in paragraph B-45.
B-16 For leveraged ESOPs, the plan document or the associated loan agreements must specify the formula used to repay debt, the sources of payment
(contributions, dividends, or some combination), when and how shares are released from the suspense account ("unallocated"), and how shares are allocated
to plan participants.

Annual Valuation Requirements
B-17 To retain its tax-qualified status, an ESOP that holds employer stock that
is not readily tradable on an established securities market must have at least
an annual appraisal of the employer stock it holds to determine its fair market
value, as that term is defined in the IRC. (See IRC Section 401(a)(28)(C).) For
this purpose, an established securities market is one that is registered under
Section 6 of the Securities Exchange Act of 1934 or a comparable international
market. Thus, employer stock that is traded on the Over the Counter Bulletin
Board is generally not traded in an established securities market for this purpose and generally requires an appraisal to comply with the qualification rules.
(See IRS Notice 2011-19.)
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B-18 The IRC requirement for an annual appraisal applies to shares of employer stock acquired by the plan after December 31, 1986, but most plans use
this standard for all shares held by the plan. The valuation specialist, also
referred to as an appraiser, is not considered to be qualified or independent
unless he or she satisfies certain terms and conditions of the IRC, such as
possessing the necessary skills and experience to perform such services, being
regularly engaged in the business of providing such services, and the fee he or
she charges for this valuation is not a significant percentage of his or her total
fee revenue. The plan fiduciary selects the appraiser, controls the relationship
between the appraiser and the fiduciary, and has the right to terminate the
services of the appraiser. To be qualified the appraiser may not have any financial interest or ongoing business relationship in either the employer or the
plan. The fact that the appraiser is paid by the employer would not affect his
or her independence.
B-19 The IRC requires that ESOP shares are to be valued at least annually.
The prohibited transaction requirement is that the value of the shares must
be measured as of the transaction date for any purchases or sales between the
plan and a party in interest. This means that in cases of any purchases or sales
of securities during the year, there may be two valuations, or there may be a
roll forward or bring down letter to verify that the most recent annual valuation
still applies for the transaction. In the case of a leveraged ESOP transaction, it
is common that the value used for that transaction will be significantly higher
than the value measured at the end of the plan year. This arises because the
company used cash to pay for the stock held by former shareholders, but the
shares have not been retired. Instead, such shares remain outstanding as a
future employee benefit. This fact pattern may result in a negative amount
on the statement of net assets available for benefits to be reported on Form
5500 and a net deficit in the unallocated shares column on the statement of net
assets available for benefits.

Diversification
B-20 ESOP participants who are at least 55 years old with 10 years of plan
participation must be given the option to diversify their account balances that
contain employer stock acquired by the ESOP after December 31, 1986. Those
participants are allowed to diversify at least 25 percent of their eligible employer stock balances during each of the first 5 years of a 6-year eligibility
period. In the final year of the eligibility period, those participants are allowed to diversify at least 50 percent of the eligible employer stock account
balance. The right to diversify is based upon the number of shares in the
participants account as of the end of the prior plan year. The diversification
election period (that is the period in which the employee has to make an election) must be no shorter than 90 days. Diversification must be completed within
90 days after the end of the diversification election period.6 Diversification for
each year is based on the highest number of shares ever allocated to a participant's account, less previously diversified shares. A plan may offer more liberal
diversification amounts and timing than those described previously. The following chart illustrates the diversification schedule for an individual participant.

6
In the LRMs issued for the preapproval program for employee stock ownership plans (ESOP)
documents, the IRS authorized this timeline. See www.irs.gov/pub/irs-tege/esop lrm0615.pdf.
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B-21 Diversification options that may be offered to participants include (a)
a cash distribution in the amount of the eligible account balance or a stock
distribution subject to the put option provisions; (b) the opportunity to invest
in at least three diversified investment options within the ESOP; or (c) a transfer of the eligible balance to another qualified defined contribution plan that
permits the participant to direct his or her investments into at least three
diversified investment options. Additional diversification rules apply to any
defined contribution plan sponsored by publicly traded corporations that invests employer-matching contributions in employer stock. Such plans must
offer plan participants with three years of service or more the right to diversify any matching contributions invested in employer stock. See IRC Section
401(a)(28) and (a)(35). Diversification elections by participants are considered
to be participant-directed for purposes of the financial statements and Form
5500.

Voting Requirements
B-22 It is a qualification requirement that participants have certain voting
privileges with respect to the shares allocated to their ESOP account. For
publicly traded employer stock, the participant must be permitted to vote the
shares of employer stock allocated to his or her ESOP account in any situation involving a shareholder vote. For private company employer stock, the
participant must have the right to direct how employer stock in his or her
ESOP account is voted in certain matters, such as a merger, liquidation, recapitalization, dissolution, or sale of a major portion of the company's assets.
See IRC Section 409(e). The plan must solicit from the participant his or her
voting "direction." Unless the plan specifies otherwise, the plan fiduciary remains responsible for the actual voting of the shares. As such, it is possible for
a participant to issue a direction that the fiduciary disregards because it is not
in the best interests of all plan participants and beneficiaries.

Distribution Requirements, Put Options, and Employer
Repurchase Obligations
Distributions and Put Options
B-23 Distributions from an ESOP, other than diversification distributions,
are made to participants upon separation from employment. For separations
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due to retirement, disability, or death, the distribution typically must be paid
(lump sum) or commence (periodic payments) within one year of the end of the
plan year in which the separation was made and be completed no later than
five years following commencement. For all other separations, the distributions
typically must commence within six years of the end of the plan year in which
the separation occurred and be completed within five years. Different distribution options may apply to shares acquired by the ESOP prior to January 1,
1987, or to participant account balances of more than a specified dollar amount,
adjusted annually by the IRS for cost-of-living changes. The general rule is that
distributions are to be made in employer stock, unless the employee elects to be
paid in cash. Exceptions permitting cash distributions apply to ESOPs that are
sponsored by S corporations and when the corporate bylaws restrict ownership
of substantially all stock to current employees.
B-24 If the employer stock distributed is not readily tradable on an established
securities market as described earlier, participants must be given an option to
"put" the employer stock back to the employer (referred to as a put option).
(The ESOP may choose to honor the put option but cannot be obligated to do
so.) When employer stock is distributed, the put option is initially available
at the value of the stock as of the valuation date immediately preceding the
distribution. If a participant does not exercise the put option at this time,
he or she must be informed of the price as of the following plan year and
be provided with another put option. After that period, the put option lapses
unless otherwise available at the election of the employer. If distributions of
shares are made in installments, each installment is subject to an immediate
cash payment for the put shares. If shares are distributed in a lump sum, the
put option may be honored with a note, as described in paragraphs B-26–B-27
of this appendix.
Employer Repurchase Obligation
B-25 The employer is required to create a means for former employees to
receive a cash distribution from a plan or to convert distributed shares into
cash. This is commonly referred to as repurchase liability or repurchase obligation. The terms of the plan document describe the method to be used for such
distributions. The following describes the methods to fund distributions due
to diversification elections or death, disability, retirement or other separation
from service:
a. Existing ESOP funds are applied to pay distributions. An ESOP
may accumulate cash or other liquid investments over the life of
the plan. Usually such funds arise from employer cash contributions or from cash dividends paid on the stock that were not used
to make loan payments. In such cases, these funds are allocated
to participant accounts pursuant to plan terms. When sufficient
funds have not been accumulated in the plan to fund distributions,
the employer may make cash contributions to the ESOP, or pay
dividends, including S corporation distributions, on the stock held
in the ESOP to fund the current year distributions. In such cases,
the cash contributed or dividends paid are allocated to participant
accounts pursuant to plan terms. In either case, to fund the distribution, whether made on account of diversification, death, disability, retirement, or other separation from service, cash is withdrawn
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from the accounts of allowed7 participants and distributed to those
participants taking the distribution. The shares from the accounts
of participants who received the cash distribution are then allocated to the accounts of the participants who provided the cash in
proportion to the cash withdrawn from each account. See exhibit
3 for an illustration of this process where employer current year
contributions are used to fund distributions.
b. The employer may make an advance to the plan to fund distributions as described in paragraphs B-48–B-49.
c. The ESOP may distribute shares which are then redeemed by the
company or the ESOP under the put option provisions. See paragraph B-24.
d. The ESOP may sell shares to fund distributions. When such transactions are with a party in interest or disqualified person, the prohibited transaction rules described in paragraphs B-32–B-36 must
be satisfied.
B-26 When the ESOP purchases distributed shares from former employees
under the put option using a note, that note becomes a liability of the plan. The
prohibited transaction rules for a securities acquisition loan also apply for the
loans incurred in repurchasing distributed shares from former employees who
are parties in interest to the plan. See paragraph B-39.
B-27 Whether the employer redeems shares or the ESOP purchases distributed
shares with a note, the IRC applies specific standards to notes issued to pay
for distributed shares. These are part of the ESOP prohibited exemption standard and part of the definition of an ESOP for purposes of the tax incentives
described in paragraph B-13 of this appendix. Therefore, even when the participant puts the shares back to the employer, those actions affect the ESOP's
compliance with these standards. The specific conditions are as follows:
a. The payments on the note must be in substantially equal periodic
payments (not less frequently than annually) over a period beginning not later than 30 days after the exercise of the put option and
not exceeding 5 years.
b. The note must be adequately secured.
c. The note must bear a reasonable interest rate.

Prohibited Transaction Exemptions
B-28 As noted in paragraph B-2 of this appendix, ERISA provides ESOPs with
certain exemptions from the prohibited transaction rules. Specifically, ERISA
permits ESOPs to purchase employer stock from a party in interest and incur
debt, which is directly or indirectly provided by a party in interest.
B-29 Before discussing the ESOP exemptions to the prohibited transactions,
it is important to understand the concept of a qualifying employer security.
Not all employer securities are eligible for all the exemptions from prohibited
transactions. The definition of a qualifying employer security for purposes of
7
Many plans restrict the population whose liquid assets can be applied to fund distributions.
For example, if a participant is already terminated and receiving distributions, any non-stock assets
in their account might be restricted to funding only their distribution. Because of the prohibited and
non-allocation rules described in items a(iv) and b(viii) in paragraph A-12, non-stock assets in the
accounts of certain participants may be restricted from funding such distributions, as they cannot
receive any shares in exchange for such cash. See IRC section 1.401(a)(4)-2(b)(4)(iv).
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the prohibited transaction exemption for buying, selling, and holding is broader
than the definition used for the ESOP loan exemption. The prohibited transaction for ESOP loans uses the definition found in the IRC. That is a limited
definition of a qualifying employer security, which is used for all the tax incentives. The provisions governing the prohibited exemption for ESOP loans make
specific reference to the IRC definition of a qualifying employer security.
B-30 Typically, the ESOP plan or trust agreement will include a definition of
a qualifying employer security. For a public company, a qualifying employer
security is generally any publicly traded common stock or a preferred stock convertible into such common stock. For a private company, a qualifying employer
security is a common stock that includes a combination of the greatest dividend
rights and the greatest voting rights of any outstanding common stock or a
preferred stock that is convertible into that class of common stock. See IRC
Section 409(l).
B-31 For example, an ESOP may buy, sell, and hold nonvoting common stock
of a privately held employer and comply with the applicable prohibited transaction exemption. But, such nonvoting shares would not meet the conditions
of the ESOP loan exemption, offer the tax incentives, or be used to satisfy the
"primarily invested in" requirement.

Stock Purchases From or Sales to Parties in Interest
B-32 ESOPs sponsored by privately held companies generally purchase employer stock directly from the employer or its shareholders. ESOPs sponsored
by publicly traded companies typically buy stock on the public market or from
the employer or its shareholders. ESOPs are exempt from the restriction on
purchases or sales with a party in interest as long as specific conditions are
met. As found in ERISA Section 408(e) and IRC Section 4975(d)(13), these
conditions are as follows:
a. The employer stock must be qualified employer securities, as that
term is defined in ERISA Section 408. Note that this is a broader
class of securities than is required for the ESOP loan exemption
and ESOP tax incentives. It generally includes any corporate equity instrument and is not limited to the narrower definition in
paragraphs B-28–B-30 of this appendix.
b. No commission may be charged in the transaction.
c. The price paid by the plan for a purchase of employer stock cannot be more than "adequate consideration." Similarly, the value
received by the plan from the sale of employer stock cannot be less
than "adequate consideration" as of the date of the transaction.
See the definition of adequate consideration in paragraph B-9 of
this appendix.
B-33 Because of the importance of the appropriateness of the valuation of
the employer stock to the prohibited transaction exemption, the plan trustee
may request the appraiser to provide a "fairness opinion" when the ESOP
purchases or sells the employer stock or there is a tender offer to purchase all
of the employer's stock. A fairness opinion typically concludes that the material
financial terms of an ESOP transaction are "fair" to the ESOP participants
from a financial perspective. The ESOP trustee typically considers the fairness
opinion in deciding whether to accept or reject the proposed transaction.
B-34 When the plan sponsor is an S corporation, there are additional restrictions on the parties to whom the ESOP is permitted to sell shares. When the
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employer is 50 percent or more controlled by an individual or his or her family,
the employer, as well as such controlling shareholder or his or her family, is
not permitted to purchase shares from the ESOP. In addition, any more than
a 5-percent shareholder of the employer's stock is not permitted to purchase
shares from the ESOP. See IRC Section 4975(f)(6).
B-35 It is important to remember that ESOPs may be purchasing shares from
current or former employees as part of the distribution process or selling shares
to the employer to provide the liquidity to fund distributions. These transactions remain subject to the prohibited transaction rules when the transaction
is with a party in interest or disqualified person. For example, the plan's repurchase of shares distributed to a current employee due to a diversification election would be subject to the prohibited transaction rules. A current employee
is included in the definition of a party in interest. With respect to distribution
to terminated employees, the definition of a party in interest only includes active employees, certain owners, and board members. Therefore, most former
employees would not be a party in interest with respect to the plan, and the
prohibited transaction restrictions do not apply to their sale of shares to the
plan. In such cases, the use of the prior period's valuation might be permitted
for the plan's purchase of the shares.
B-36 The primary prohibited transaction issue with respect to the repurchase
of distributed shares is the timing of the valuation. As described in item c in
paragraph B-32 of this appendix, the requirement is for the ESOP to sell employer stock for not less than, or buy employer stock for not more than, current
value as of the date of the transaction. If the transaction occurs after the valuation date, the appraiser often will provide a letter as of the date of the ESOP
transaction, known as a bring down or roll forward letter, which reconfirms
the valuation report and states that no material changes have occurred since
the date of the report or that the appraiser will revise the valuation to the date
of the transaction.

Holding of Qualifying Employer Securities
B-37 ERISA Section 407 generally limits the plan's investment in qualifying
employer securities to not more than 10 percent of a plan's total investments.
ERISA Section 408(e) exempts ESOPs and certain other defined contribution
plans from this standard as long as the rules described in paragraph B-32 of
this appendix are satisfied with respect to any purchase or sale, and the plan
document authorizes the holding of more than 10 percent. Such plans may hold
as much as 100 percent of plan assets in qualifying employer securities.

ESOP Borrowing
B-38 An ESOP is permitted to obtain financing, directly or indirectly, through
a party in interest for the acquisition of employer stock, only if the plan meets
the following provisions:
a. The plan document must be formally designated as an employee
stock ownership plan.
b. There must be specific reference to the put option rules and that
such rights are non-terminable.
c. The benefit allocation formula may not be integrated with Social
Security.
d. It must be designed to be invested primarily in qualifying employer
securities, as defined in paragraph B-30.
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e. The participant accounting for the employer stock is in shares or
other non-monetary units.
f. When a participant incurs a forfeiture, other investments are to be
forfeited before qualifying employer securities.
g. Valuations must be made at least annually.
h. Generally, an ESOP may not be combined with a non-ESOP plan
to satisfy non-discrimination standards, other than a 401(k) safe
harbor matching contribution, which can be made to an ESOP.
These provisions are found in IRC Regulation Section 54.4975-11, which was
issued in 1978. There have been some modifications to these general provisions
for specific fact patterns. The preceding is a general summary of the rules.
B-39 To satisfy the terms and conditions of a prohibited transaction exemption,
the loan transaction must meet specific requirements as follows:
a. The loan must primarily benefit plan participants and beneficiaries.
b. The ESOP must use the proceeds from the loan to either acquire
qualifying employer securities or repay a prior exempt loan.
c. The loan must bear interest at a reasonable rate.
d. The collateral for the loan must consist only of qualifying employer
securities that were purchased by the ESOP with the proceeds of
the loan.
e. Permitted sources of debt service are employer contributions made
to service the debt or any earnings on such contributions and any
earnings on collateral.
f. Only dividends on shares acquired with a specific loan may be used
for debt service on that loan. Further, if dividends on allocated
shares are used to make a loan payment, the shares returned to the
participant's account in exchange for the use of such cash dividends
must be worth not less than the dollar value of the dividends so
applied. For example, if $10 of allocated dividends from participant
A's account are used for debt service, participant A must receive an
allocation of shares of not less than $10. This does not mean a total
allocation of $10 of stock, but that the stock returned specifically
from the use of such dividends must be at least $10.
g. The terms of the loan may not allow for recourse against the ESOP
outside of the pledged collateral.
h. The terms of the loan must provide for the release of the underlying collateral as the loan is repaid as required by the exemption
regulations.
i. The general rule for collateral release is the principal and
interest method.
ii. Collateral may be released using the principal only
method, when specific conditions are satisfied. The conditions are
(1) the loan term, including any refinancing or other
extension, may not exceed 10 years;
(2) cumulative payments at any time must not be
less than level annual payments; and
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(3) the interest included in any payment is disregarded only to the extent that it would be determined to be interest under standard loan amortization tables.
These are illustrated in exhibit II to this appendix.
i. The loan must be for a fixed term.
j. The terms of the loan must be at least as favorable to the ESOP as
the terms of a comparable loan resulting from arm's-length negotiations between independent parties.
k. The loan must stipulate that a party in interest lender may not
accelerate payments in the event of default.
l. The loan must not be payable on demand of the lender except in
the case of default, as limited under preceding item k.
m. A nonpublicly traded employer stock acquired with a loan must
include a put option in favor of the participant to sell the employer
stock to the employer under a fair valuation formula.
n. When such a put option is honored with a note from the employer
or the ESOP, the note must bear a reasonable interest rate and be
adequately secured.
This is a general overview of the provisions found in IRC Regulations at Section
54.4975-7.

Administration and Operation of an Esop
Key Roles and Responsibilities
B-40 A key aspect of the operation of the ESOP is that all parties need to have
a clear understanding of who is expected to perform and who is ultimately responsible for the timely and accurate performance of each of the tasks required
to operate the ESOP and comply with the various prohibited transaction exemption requirements. It is important to recognize that ESOPs are individually
designed to meet specific goals of the employer. Detailed terms and conditions
are likely to vary from plan to plan. The following paragraph covers the general
terms for the administration and operations of an ESOP.
B-41 An ESOP is likely to involve the same parties listed in paragraph 5.06 of
the guide and described in appendix A to this chapter. However, there may be
additional duties or unique aspects to their roles, as described in the following
list:
a. The employer. The employer is typically the issuer of the employer
stock, pays dividends, redeems distributed shares under the put
option, and reissues share certificates as required to document the
collateral release.
b. Plan trustee. The plan trustee may be a commercial trust entity, a
committee of individuals, or a single person. The trustee receives
and holds plan assets, makes loan payments, receives income, engages the appraiser, approves plan financial records, votes the
shares, and performs any other duties required under the trust
agreement. An ESOP trustee may be an independent trustee, or
it may be a directed trustee for some or all matters pertaining to
investment decisions, voting, or other matters as outlined in the
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trust agreement. The trust agreement will also describe who provides direction for such issues.
Plan administrator. The duties of the plan administrator for an
ESOP are not unlike those described in appendix A to this chapter.
Except when supervising service organizations, the plan administrator needs to monitor compliance of the ESOP-prohibited transaction rules in addition to the other plan operations and compliance
with applicable laws and regulations.
ESOP appraiser or valuation adviser. The ESOP appraiser prepares the valuation report on the employer stock when the stock is
not actively traded on an established securities market.
Third-party administrator or recordkeeper. Often, many of the
technical requirements of the prohibited transaction exemptions
are delegated to a third-party administrator or recordkeeper. In
addition to the tasks described in appendix A to this chapter, these
may include, for example, the calculation of the collateral release,
preparation of the share allocation reports, maintenance of cost and
tax basis records on the shares, processing participant voting solicitation, determination of eligibility for diversification, executing
put options on behalf of ESOP participants.
Lender. The lender makes the loan and receives loan payments
from the ESOP and authorizes the collateral share release.
ERISA counsel. Many ESOPs have ERISA counsel because of the
complex laws governing the ESOP's operation, voting issues, prohibited transaction implications, and other unique issues. ESOP
counsel would typically be separate from the employer's counsel.

Operation of an ESOP
B-42 Once the initial stock purchase is completed, the annual operation of a
leveraged ESOP may involve all or some of the following transactions:
a. A contribution to the ESOP
b. The payment of dividends to the ESOP
c. The payment by the ESOP of principal and interest on the ESOP
loan
d. The release and allocation of stock
e. The investment of surplus cash
f. The payment of ESOP expenses
g. Distributions in cash or employer stock
h. Annual reporting
B-43 Because it is common for the loan to be between the employer and the
ESOP, some employers choose to record payments made to the plan that are
immediately returned as loan payments simply through journal entries on both
the employer's and the ESOP's books. The preferred practice is to deposit cash
and make the loan payments in cash because this demonstrates the timely
compliance with the loan agreements and creates an audit trail that both the
IRS and the DOL expect to see when auditing the plan.
B-44 ESOP operations and recordkeeping involves the traditional tasks of
determining eligibility and vesting; allocating investment earnings, recording contributions, and forfeitures; processing distributions; tracking account
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balances; performing all applicable compliance tests; preparing an annual
Form 5500, Annual Return/Report of Employee Benefit Plan; preparing Form
8955-SSA, Annual Registration Statement Identifying Separated Participants
with Deferred Vested Benefits; preparing the annual financial statements; and
preparing participant statements. See appendix A to this chapter for a general discussion of the operation of a DC plan. Operating a leveraged or nonleveraged ESOP, however, also involves some unique aspects, such as the following:
a.
b.
c.
d.

e.
f.
g.
h.
i.

Complying with the requirements of share accounting
Tracking cost and tax basis in the ESOP shares
Tracking stock purchase loan balances
Maintaining and releasing shares of stock from suspense accounts
for allocation to participant accounts timely and in the proper
amounts
Receiving and distributing dividends on employer stock or applying
such dividends to loan payments
Documenting compliance with the ESOP compliance tests
Documenting compliance with the applicable prohibited transaction exemptions
Documenting compliance with loan terms and covenants
Issuing proxy statements (for voting rights that pass through to
participants.)

ESOP Participant Allocations and Distributions
B-45 The participant recordkeeping for a non-leveraged ESOP is similar to
other defined contribution plans. Therefore, the following list of actions focuses on the participant recordkeeping requirements of a leveraged ESOP. For
the participant accounts, all amounts are allocated except for the shares held
as collateral and the associated debt. These allocations are distinct from the
GAAP presentation of allocated and unallocated shares that may require a
reconciliation.
a. Employer contributions are allocated as described in the plan document. Typically, this is based on a uniform percentage of eligible
compensation. Other allocation methods are permissible if they satisfy the general nondiscrimination requirements. The unique factor
in a leveraged ESOP is that when an ESOP loan covers shares for
which the selling shareholder elected to defer tax under IRC Section 1042, there may be persons who otherwise satisfy the age and
service conditions for eligibility but are not eligible to share in employer contributions for debt service related to this transaction. See
IRC Section 409(n). This could also apply in a non-leveraged ESOP
if the employer contributed cash that was used to purchase stock
from a shareholder who elects to defer tax for that sale of shares to
the ESOP. In the case of IRC Section 1042 transactions, no allocations can be made to the account of the selling shareholder, his or
her family, or any other 25-percent shareholder. The non-allocation
period is typically for the longer of the time it takes to pay off the
loan or 10 years, except that 25-percent shareholders are never
permitted to receive allocations of IRC Section 1042 shares.
Some ESOPs will have multiple loan transactions. This may occur
when some of the selling shareholders elect to defer tax, and others
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elect to pay tax. In such circumstances, it is possible that all eligible
participants share in the employer contribution with respect to the
non-electing sales, and a smaller number of participants share in
allocations of employer contributions for electing sales.
The non-allocation provisions of IRC Section 409(n) can apply in
an ESOP sponsored by an S or C corporation. A second limitation
applies only to leveraged or non-leveraged ESOPs of an S corporation. This is the prohibited allocation rule of IRC Section 409(p).
These provisions must be contained in the written terms of the plan
document. This test must be satisfied every day of the plan year.
Under this provision, plan management must determine whether
there are any disqualified persons with respect to the plan. A disqualified person is an individual whose combined interest in the
ESOP shares and any synthetic equity is 10 percent or more or
whose family's interest is 20 percent or more. This interest is the
sum of the shares allocated to those persons at any time during
the plan year, plus their interest in any unallocated ESOP shares.
That interest is based on how shares were allocated to participants
in the prior plan year. In addition, each person is credited with his
or her share of any synthetic equity, which is based on stock options, warrants, phantom stock, stock appreciation rights, salary
continuation plans, deferred compensation awards, or similar arrangements. Such synthetic equity only counts to the extent that it
dilutes the ESOP's interest. For example, for a 40-percent ESOPowned entity, only 40 percent of such synthetic equity would count
in the determination of a disqualified person. The numerator of
the fraction is all ESOP shares plus only that person's or family's
synthetic equity.
After determining the number of disqualified persons, the test
considers their ownership of the company counting ESOP shares,
synthetic ownership, and direct ownership. In the event that disqualified persons own 50 percent or more of the company, a nonallocation year occurs. The consequence of a non-allocation year
can include excise taxes, taxation of benefits to disqualified persons
and, potentially, disqualification of the ESOP. As such, most plans
are drafted to avoid such results. This might entail limiting the
allocations of contributions or dividends to specific individuals so
that they do not become a disqualified person or other approaches
discussed later.
Note
In some S corporation ESOPs, the plan document provides for the creation
of a non-ESOP sub-account for one or more participants in order to satisfy
the 409(p) test. Any shares allocated to this non-ESOP sub-account lose their
status as qualifying employer securities. Any income that is passed through
to the ESOP on such shares is potentially subject to tax as unrelated business
income. When such tax liability arises, the plan must file Form 990-T and
make quarterly estimated payments, if required. The plan document will
provide for the allocation of such tax costs to the non-ESOP accounts within
the plan.
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Because of these various rules, it is not unusual for ESOP participant recordkeeping to require several separate share accounts
based on the unique tax or allocation attributes. Therefore, there
may be sub-accounts such as purchased shares, leveraged shares,
pre-1987 shares, and shares subject to a tax-deferred sale election
and so on. These sub-accounts are then aggregated to one account
for compliance testing.
As discussed in items a(ii) and (iii) in paragraph B-12 of this appendix, the contributions allocated to a participant's account might
appear to exceed the dollar limit otherwise permitted by the IRC.
This is because the ESOP is permitted to measure the annual addition based on the end of the year value of the shares released,
rather than the aggregate dollar amount of the employer contributions used to fund the loan payment and, if the ESOP is a C
corporation, exclude forfeitures and any contribution used to fund
interest payments from this dollar limit.
b. Forfeitures are also allocated as described in the plan document. In
most ESOPs, forfeitures are allocated to a participant's account in
the same manner as employer contributions in the year the forfeiture occurs. The rules outlined previously with respect to the possibility of multiple participant accounts apply equally to forfeitures.
There may be separate forfeiture allocations for each sub-account
within the ESOP for purchased shares, leveraged shares, pre-1987
shares, and shares subject to a tax-deferred sale election.
There are two additional attributes of forfeitures within an ESOP:
i. The prohibited transaction regulations stipulate a specific
ordering for forfeitures. First, any assets other than employer securities are to be forfeited before any qualified
employer securities are forfeited. Second, to the extent
that an account includes securities of different classes, any
forfeiture is to be pro-rated for each class of security based
on their legal attributes, such as common or preferred and
voting or nonvoting stock.
ii. ESOPs frequently defer distributions for a year or longer.
The non-vested portion of the participant's account typically is not forfeited until the earlier of the complete distribution of the participant's vested interest in the plan or
the completion of five consecutive one-year break in service.
c. The allocation of dividends (including S corporation distributions)
is governed by the plan document and, in the case of a leveraged
ESOP, may also be subject to specific terms and conditions found
within the loan agreements. Dividends on shares allocated to a
participant's account are to be allocated to that account. When
such dividends are applied to debt service, the IRC requires that the
dollar value of released shares that are allocated to the participant's
account from that application of dividends are at least equal in
value to the dollar value of the dividends used under IRC Sections
404(k) and 4975(f)(6).
Dividends on shares held as collateral are allocated as provided for
in the plan document. Commonly, dividends paid on collateral are
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combined with the employer contribution when allocated. However,
if the shares released from the dividends paid on allocated shares
are not at least equal to the dollar value of such dividends, shares
released from the application of dividends paid on collateral can
be used to make up any shortfall, if the plan so provides. Further,
when separate share accounts are maintained, the dividend allocations follow the rules applicable to such share accounts. In the
event of, or to avoid, a non-allocation year for an ESOP-owned S
corporation, the plan document may require that dividends be reduced or eliminated to disqualified persons, even on their allocated
shares.
As described previously, C corporation ESOPs may allow passthrough dividends to participants. These pass-through dividend
payments may not be received by the ESOP but, rather, are made
directly by the employer to the participant. Such activity is, however, plan activity that may not be reflected in the participant accounting. See paragraph 5.466b for accounting guidance for passthrough dividends.8
d. Leveraged ESOPs must make periodic payments of principal and
interest on the securities acquisition loans. As described for other
allocations, the plan document defines the procedures for allocating
such amounts among participant accounts. Typically, debt service
is withdrawn from participant accounts in the same ratio as the
funds that are used to pay such costs. If debt service is covered
by contributions, the principal payment and interest is allocated
based on each participant's eligible compensation. If debt service
is paid with dividends, the principal and interest is allocated using
each participant's proportionate share of the dividends. If funds are
accumulated in participant accounts from prior year's contributions
or available dividends, then that is how the principal and interest
is allocated. When a variety of sources are used for debt service, a
portion of the payments will follow each source.
On occasion, third-party administrators do not record the participant allocation of each of the sources of debt service but only record
the allocation of the shares released to the participant accounts.
In such cases, the underlying records supporting this allocation
should show the details required to demonstrate that the plan's
terms have been followed, the compliance tests have been satisfied, and any specific requirements of the prohibited transaction
exemption are met. For example, the annual addition limit of IRC
Section 415 can be measured by the lesser of the employer contribution or the fair value of the shares released and allocated because of
such contributions. If an individual received shares currently worth
$60,000 when the individual allocation limit was only $51,000, it
would be necessary to know the dollar amount of the employer contribution allocated to such participant's account to know whether
the annual addition test had been passed.
e. In a leveraged ESOP, the source of debt service for the applicable plan year determines how shares are released. The number of
8
IRC Regulation Section 54.5975-11(d) requires share accounting and, thus, the specific recognition of the dividends as having been paid to each eligible participant.
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shares to be released is based on the loan documents, as described
in item h in paragraph B-39 of this appendix. The allocation of the
released shares to participant accounts follows the terms of the
plan document. The terms of each of these documents are drafted
consistent with IRS and DOL regulations governing ESOP loans.
Generally, the funds are withdrawn from their accounts for debt
service with the exception of the special rule for dividends on allocated shares described previously in (c).
f. ESOPs may have other plan earnings or expenses. Consistent with
other allocations, the method for allocating such expenses is usually defined in the plan document. However, it is not unusual for
the plan document to permit some discretion to the plan administrator with respect to the allocation of these items. For example,
earnings on other investments may be allocated based on the ratio
of the participant's other investment accounts. General trustee or
plan administration costs may be allocated based on total account
balances. In contrast, the cost of the stock valuation report, if an
appropriate plan expense, may be allocated solely on participant
stock accounts.
g. The distribution practices of ESOPs holding employer stock that
is not publicly traded are more complicated than a 401(k) plan or
other plan that is invested in marketable securities due to the need
to provide liquidity to fund such distributions. These distributions
are further complicated by the requirement that the participant
may have the right to demand stock but also has the right to get
cash, rather than non-traded securities. The following list discusses
ESOP distribution requirements.
i. The general rule of the IRC is that ESOP distributions
are to be made in employer stock. There are two broad
exceptions to that rule: distributions made by ESOPs of S
corporations or when the corporation's articles and bylaws
restrict the ownership of such stock to active employees.
In such cases, the plan may make a distribution in cash.
Alternatively, the plan may distribute stock subject to an
immediate put to the employer. The ESOP may choose to
honor the put, rather than the employer.
ii. The commencement date for distributions from ESOPs is
required to be not later than one year following: the year of
separation from service on account of death, disability, or
retirement or the fifth year following the year of separation
from service for other reasons.
iii. ESOP distributions may be in a lump sum or installments.
If installment distributions are used, installments must
be paid at least annually over a period of not more than
five years from the commencement date described in ii.
The law provides that the term of the installment distributions may be extended one year for every 20 percent increment or portion thereof that a balance exceeds
a specific total value but for not more than 5 additional
years. These values are subject to annual cost of living
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adjustments as annually announced by the IRS with other
cost of living changes.9
iv. If shares are distributed, the participant must have the
right to put the shares back to the employer. The provisions of the put option are discussed in paragraphs B-23–
B-24 of this appendix.
v. The preceding steps i–iv also apply to distributions under
the diversification provisions as discussed in paragraphs
B-20–B-21 of this appendix.
vi. The requirements for the employer to fund such distributions is discussed in paragraphs B-25–B-27.
vii. The company must be aware of the prohibited transaction
implications of the distribution process, as discussed in
paragraphs B-35–B-36 of this appendix.
h. For many ESOPs, the steps described in this paragraph plus the
determination of vesting is what is required to prepare the participant statements. Some ESOPs, however, take an additional step.
This is referred to as rebalancing or unitizing the ESOP accounts.
Once each participant's total account is determined, the ESOP (excluding any shares held as collateral and the associated debt) is
measured as a percentage of employer stock and a percentage of
other assets. Each participant's account is then rebalanced to these
percentages. See exhibit 1 to this appendix.
i. A leveraged ESOP may be combined with a 401(k) plan into a single
plan. The leveraged ESOP portion of the plan generally provides
all or part of the matching contribution. Through a series of private
letter rulings, the IRS has concluded that such plans can be a single
instrument in terms of the plan document and filing entity but
treated as separate entities for purposes of the requirement that
the ESOP portion of the plan be primarily invested in qualifying
employer securities. The ESOP portion of the plan will be operated
as discussed throughout this appendix with the exception that the
allocation of the shares released will follow the matching formula.

Uncertain Tax Positions
B-46 All qualified plans are faced with at least one tax position that needs
to be considered: the tax-exempt status of the ESOP (see chapter 9, "Plan Tax
Status" of this guide). ESOPs face that uncertainty with the added risk that
there are additional compliance rules that must be satisfied and not all service
providers will be familiar with those compliance requirements and may not
perform the required tests.
B-47 In addition to this potential uncertainty, ESOPs may present two additional tax position risks. Each of these applies only to ESOPs sponsored by S
corporations.
a. Unrelated business income tax. If an ESOP of an S corporation
holds nonvoting shares or has reclassified voting shares into a separate non-ESOP account, those shares are not qualifying employer
9
The IRS table for all retirement plan limitations subject to cost of living adjustments, including this ESOP provision, can be found at www.irs.gov/Retirement-Plans/COLA-Increases-for-DollarLimitations-on-Benefits-and-Contribution.
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securities for purposes of the exclusion from taxable income of the
shares of S corporation income attributable to the nonvoting shares.
Therefore, the ESOP faces the potential for federal and state unrelated business income taxes. Material tax positions taken by the
S corporation in preparing the tax return must be considered by
the ESOP for purposes of signing the income tax return, IRS Form
990-T.
b. As discussed in item bviii in paragraph B-12 of this appendix,
ESOPs of S corporations are subject to an additional compliance
test under IRC Section 409(p). This test may include some subjective determinations, such as the reasonable interest rate for
purposes of determining the present value of a salary continuation program to convert it into the equivalent number of shares
of synthetic equity or whether some financial instrument constitutes synthetic equity. Errors that occur under this section are not
specifically recognized as being eligible for correction under the
Employee Plans Compliance Resolution System.

Liquidity Shortfalls in an ESOP
B-48 As discussed in item g in paragraph B-45 of this appendix, ESOPs of
privately held companies may be permitted to make distributions in cash rather
than in shares of employer stock. However, due to the limited liquidity of the
ESOP, the ESOP may not have sufficient resources to satisfy the distribution
commitments. When this occurs, the plan administrator may take advantage
of the provisions of Prohibited Transaction Class Exemption (PTE) 80-26 that
permits a party in interest to make an uncollateralized, interest-free advance to
the plan to cover liquidity concerns. If the advance is expected to be outstanding
for more than 60 days, it must be documented by a written note. Any such
advance must meet the specific requirements included in PTE 80-26.
B-49 There is no clear guidance on how these advances are to be allocated
within the ESOP. Common participant record-keeping practices include the
following approaches:
a. The funds are advanced during the year, and the note is converted
to a contribution at the end of the year. Thus, it is on the ESOP's
internal books and records during the year but is not recorded as
an obligation because it has been converted to an employer contribution.
b. The funds are advanced during the year with a commitment that
shares will be repurchased from the ESOP in satisfaction of the
advance at plan year-end when the new appraisal is received. This
approach is used because distributions are usually made several
months into the plan year and, as outlined previously, a purchase
of shares from the trust by a party in interest is to be made at the
price on the date of the transaction.
c. The advance is converted to a securities acquisition loan. The
shares are treated as redeemed by the company and then sold to
the ESOP for a note.
d. The funds are advanced in one or more years with no further action
to repay the note, convert the note to a contribution, transfer shares
in settlement of the note, or convert it to a securities acquisition
loan. In such cases, the plan administrator must decide how to
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account for the shares and the note on the ESOP's books. Two
approaches to such continuing notes are typically seen. First, the
plan administrator accounts for it as if it is a securities acquisition
loan. That is both the carrying value of the note and the shares that
had been held in the accounts of the former participants whose
balances were distributed with the cash from the note are held
unallocated until payments are made on the note. Second, both
the shares and the liability for the note are allocated among the
accounts of all participants with periodic adjustments for earnings,
changes in value, and repayments on the note. The first approach
is sometimes seen as a violation of the requirements of Revenue
Ruling 80-155, which requires that all plan activity be allocated
other than certain types of funds, such as ESOP collateral and IRC
Section 415 suspense accounts.

ESOP Mergers or Terminations
B-50 Typically, when an ESOP is involved in a plan merger or termination,
any existing debt is retired, and the shares are sold prior to or as part of the
merger or termination. Such transactions must be evaluated in light of the
prohibited transaction rules discussed previously.
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Exhibit 1—Illustration of Unitizing or Rebalancing ESOP
Participant Accounts
The following illustration uses the same facts for opening balances, contributions, dividends, and other income and distributions to illustrate the effect on
participant account balances of traditional share accounting versus rebalancing all accounts to identical percentages of stock and other investments. The
column labeled "After Allocation—Share Accounting" illustrates the allocation
of contributions, dividends, and other income and distributions by participant
based on their opening balances. The column labeled "Rebalance Closing Balance" illustrates the same dollar value for each participant when the relative
allocation of stock or other investments has been redone so that each account
is the same percentage of stock or other investments as the total trust.
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15,600

10,600

5,000

Distributions

58.74%

112,186

96,000

5,626

960

9,600

Stock

41.26%

78,814

69,908

—

2,355

6,551

Other

100%

191,000

165,908

5,626

3,315

16,151

Total

After Allocations—Share
Accounting

58.74%

112,186

97,448

3,304

1,947

9,486

Stock

41.26%

78,814

68,460

2,321

1,368

6,665

Other

100%

191,000

165,908

5,626

3,315

16,151

Total

Rebalanced Closing Balance

Employee Stock Ownership Plans

283

AAG-EBP 5.801

284

Employee Benefit Plans

Exhibit 2—Illustration of Share Release Methodology
Facts: Assume the loan is for seven years. The original principal is $14 million.
The loan calls for principal payments of $2 million per year plus interest at
five percent. 840,000 shares were purchased with the loan. This loan could
use either the principal and interest method or the principal only method as
described in paragraph 5.420.
For the principal only method, the release is the original number of shares
purchased times the percentage of principal reduction for the year. In this
case, 1/7th of the principal is repaid each year, so 120,000 shares are released
each year, 1/7th of 840,000.
For the principal and interest method, the calculation is as follows:
Number of
shares
released

=

Number of
shares held in
suspense
account before
release for
current year

Principal and interest
for current year
×

Principal and interest
for current year plus
principal and interest
due for all future years

The following table illustrates the results of these two approaches:

Collateral Release
Principal
Principal
and
Only
Interest

Remaining
Collateral
Principal
Principal
and
Only
Interest

Remaining
Loan
Balance

Principal

Interest

14,000,000

2,000,000

700,000

2,700,000

120,000

135,000

720,000

705,000

12,000,000

2,000,000

600,000

2,600,000

120,000

130,000

600,000

575,000

10,000,000

2,000,000

500,000

2,500,000

120,000

125,000

480,000

450,000

8,000,000

2,000,000

400,000

2,400,000

120,000

120,000

360,000

330,000

6,000,000

2,000,000

300,000

2,300,000

120,000

115,000

240,000

215,000

4,000,000

2,000,000

200,000

2,200,000

120,000

110,000

120,000

105,000

2,000,000

2,000,000

100,000

2,100,000

120,000

105,000

—

—

Total

16,800,000

840,000

840,000

Total

Because the total principal and interest paid decreases each year, the number
of shares released each year under the principal and interest method goes
down.
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Exhibit 3—Illustration of Cash Distributions and Share Recycling
Facts: Plan sponsor makes a ten percent of pay cash contribution to the plan
for the current plan year of $45,000. Each active participant is allocated a cash
contribution of ten percent of pay. This contribution is recorded in their cash
account within the plan. Employee B is no longer employed and is receiving
periodic cash distributions, which for the current year is $31,500. Employee
C is actively employed, but is eligible for diversification and has elected to
diversify $10,000 of stock. Employee E is a new eligible participant.
Diversification elections result in a cash distribution to the plan participant,
which can be rolled over to an IRA or other qualified plan. The cash to fund
distributions to Employee B and C is proportionately withdrawn from the cash
accounts of each participant and allocated to Employees B and C. (See Recycle
column A). Shares are subtracted from the accounts of Employees B and C and
allocated to each participant whose cash was withdrawn to fund the distributions. (See Recycle column B). Note, the cash accounts of Employees B and C
are treated the same as any other cash in the following example. That is, their
cash is available to fund distributions to other participants, not just for their
benefit. In some ESOPs, cash of participants in pay status, such as Employee
B would not be used to fund other distributions.
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Chapter 6

Defined Benefit Pension Plans
Introduction and Background
Note
This guide has been updated to include the following Accounting Standards
Updates (ASUs) issued by FASB whose provisions are not yet effective:

r
r

FASB ASU No. 2015-07, Fair Value Measurement (Topic 820): Disclosures for Investments in Certain Entities That Calculate Net Asset
Value per Share (or Its Equivalent) (a consensus of the FASB Emerging Issues Task Force)
FASB ASU No. 2015-12, Plan Accounting: Defined Benefit Pension
Plans (Topic 960), Defined Contribution Pension Plans (Topic 962),
Health and Welfare Benefit Plans (Topic 965): (Part I) Fully BenefitResponsive Investment Contracts, (Part II) Plan Investment Disclosures, (Part III) Measurement Date Practical Expedient (consensuses
of the FASB Emerging Issues Task Force). (Plans may early adopt
any of the three parts of this ASU individually, without early adopting the other parts but once a part is adopted it must be done so in
its entirety. See appendix I, "Schedule of Changes Made to the Text
From the Previous Edition," of this guide that identifies which part
of FASB ASU No. 2015-12 the revisions in this chapter relate to.)

Based on feedback from various sources, AICPA staff believe that many plans
will want to adopt FASB ASU No. 2015-07 and FASB ASU No. 2015-12 early
and therefore the provisions of these ASUs have been reflected in the body of
this guide.
For plans that are not early adopting these ASUs, the AICPA is continuing to offer the 2015 edition of the AICPA Audit and Accounting
Guide Employee Benefit Plans as a resource for users following the
requirements prior to the effective date of these ASUs.
See the section "Select Recent Developments" in the preface of this guide for
further discussion about these ASUs and their effective dates.
6.01 Defined benefit pension plans (DB plans) are employee benefit plans
that promise to pay to the plan participants, upon retirement, a specific benefit
determined by a formula as defined in the plan document. The benefit formula
may include such factors as a participant's age and years of service with the
employer and the amount of compensation the participant earned while serving
as an active employee of the plan sponsor.
6.02 The Employee Retirement Income Security Act of 1974 (ERISA) requires the assets of a DB plan to be segregated from the general assets of the
employer and secured for the benefit of participants. Generally, this is satisfied
by holding the assets in trust by a bank or by a qualified insurance entity. The
specific benefit that is payable to a participant is generally not determined until
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the participant ceases employment with the plan sponsor through retirement,
termination, disability, or death.
6.03 A plan's obligation to pay future benefits is estimated as the present
value of future benefit payments attributable under the plan's provisions to
employee service up to the measurement date. The obligation is known as the
"actuarial present value of accumulated plan benefits" and is determined based
upon the benefit formula defined in the plan document (or collective bargaining
agreement), the plan's demographics, mortality statistics, the plan's expected
turnover rates, the expected retirement age for plan participants, and the interest or discount rate (see paragraphs 6.79–.93). The actuarial model is described
in FASB Accounting Standards Codification (ASC) 960, Plan Accounting—
Defined Benefit Pension Plans, and considers only employee service rendered
to date and not future service. The model also uses current compensation levels
and does not assume future compensation changes.
6.04 Traditional DB plans provide benefits that are defined in terms of
a percentage of average compensation (final, career, or other average compensation) or as a flat dollar benefit per year of service or fixed monthly benefit.
Other types of benefit formulas include the following:
a. Cash balance plans. A cash balance plan is a special form of career average compensation plan. Typically, a cash balance DB plan
maintains hypothetical "accounts" for participants. The employer
credits participants' "accounts" with a certain number of dollars
each plan year and promises earnings at a specified rate. Interest
on the "account" balance is credited at a stated rate, which may
be, and is often, different from the plan's actual rate of investment return. The interest rate may be modified prospectively, as
long as there are no reductions in the participant's benefit accrued
to date. The formula for determining the amount to be credited
to participants' "accounts" can be changed from year to year, if
the employer properly amends the plan prior to the beginning of
the year and complies with notice requirements under ERISA. A
change in the interest rate would also require a plan amendment
and compliance with notice requirements under ERISA. The principal advantage to participants of a cash balance plan is the ability
to watch their hypothetical "account balances" grow (similar to a
defined contribution retirement plan [DC plan]), while providing
certainty about the interest to be credited. The participants bear
no investment risk. The employer bears the risk that the plan's
actual rate of return may fall below the stated rate of interest to be
credited to participants' accounts. Additionally, if a vested participant switches careers or retires, the lump sum payment equals the
hypothetical "account balance" and, in some cases, may be taken as
a distribution prior to retirement; in other cases, a participant may
not have access to the benefit until normal or early retirement.
b. Pension equity plans. A pension equity plan is a DB plan that has
many of the advantages of the cash balance plan, but the benefit formula is similar to a final pay program rather than a career
average cash balance program. Under this arrangement, a participant is credited with "points" based on age, service, or both. On
termination of employment, a participant's final average compensation is multiplied by his or her accumulated points to determine a

AAG-EBP 6.03

©2016, AICPA

Defined Benefit Pension Plans

289

hypothetical account balance. This balance normally may be distributed as a lump sum or converted to an annuity.

Administration and Operation of a DB Plan
6.05 It is important to understand the roles and responsibilities of those
charged with governance as well as what has been delegated to key parties
that are involved in the operation and administration of the various types of
DB plans. An understanding of these roles and responsibilities can be obtained
from the plan document, collective bargaining agreement, trust document, service agreements, insurance contracts, internal policies and procedures manuals as well as ERISA and IRS regulations. The key parties may include the
following:
Plan
a. Plan sponsor
b. Plan administrator
c. Plan participants
d. Audit committee or those charged with governance
e. Administrative committee
f. Investment committee
g. Human resources or benefits department
h. Treasury department
i. Finance or accounting department
j. Payroll department
Service Providers
a. Trustee
b. Custodian
c. Investment manager or adviser
d. Recordkeeper
e. ERISA legal counsel
f. Plan actuary
g. Plan appraiser
h. Payroll processor
i. Third-party pricing vendors
j. Outside administrators (commonly used for outsourced enrollment,
benefit payments, collection of contributions, tax compliance testing, and data storage)
6.06 See appendix A, "Defined Benefit Pension Plan Operations and Administration," of this chapter for a detailed description of the key plan provisions, roles and responsibilities, and reports and records for a DB plan. The
responsibilities relating to investments are discussed in chapter 8, "Investments," of this guide.
6.07 ERISA requires the plan sponsor to maintain plan records in sufficient detail to permit benefits to be properly calculated and paid when
due (see appendix A, "ERISA and Related Regulations," of this guide). The
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accounting records that form the foundation for the preparation of the plan's
financial statements will vary in complexity depending on the type of plan, the
decentralization of operations, complexity of plan provisions, and delegation of
administrative functions. These records may be prepared and maintained by
the plan sponsor or by service organizations such as trustees, insurance companies, consulting actuaries, service bureaus, payroll processors, and thirdparty administrators. Although the plan sponsor has ultimate responsibility
for maintaining the plan's records, during the audit of the plan, it is important to understand the roles and duties of all parties involved in the plan's
administration, as well as the accounting records that each party prepares or
maintains. The terms of these services and record retention requirements are
usually documented in a service agreement that is entered into between the
plan and the service organization as well as the accounting records that each
party maintains.

Accounting, Reporting, and Auditing DB Plans
6.08 This chapter describes accounting principles generally accepted in
the United States of America as promulgated by FASB (U.S. GAAP) for accounting and financial reporting for DB plans as set forth in FASB ASC 960.
Other FASB ASC topics may also apply to DB plans. FASB ASC contains all
authoritative U.S. GAAP. This chapter also provides guidance that has been
supported by the Financial Reporting Executive Committee (FinREC) on the
accounting, reporting, or disclosure treatment of transactions or events that
is not set forth in FASB ASC and describes related auditing procedures and
guidance for DB plans. The auditing guidance may be found under the section
"Auditing Considerations for DB Plans."
6.09 This chapter does not address the preparation of financial statements
prepared in accordance with a special purpose framework, which is a cash,
tax, regulatory, or contractual basis of accounting (cash, tax, and regulatory
bases of accounting are commonly referred to as other comprehensive bases of
accounting); however, the plan's financial statements may be prepared on the
cash basis or modified cash basis, as permitted by the Department of Labor's
(DOL) regulations.
6.10 AU-C section 700A, Forming an Opinion and Reporting on Financial
Statements (AICPA, Professional Standards), requires the auditor to evaluate whether the financial statements achieve fair presentation. In an audit of
special purpose financial statements, when the special purpose financial statements contain items that are the same as or similar to, those in financial statements prepared in accordance with accounting principles generally accepted in
the United States of America (GAAP), the auditor should evaluate whether the
financial statements include informative disclosures similar to those required
by GAAP. The auditor should also evaluate whether additional disclosures,
beyond those specifically required by the framework, related to matters that
are not specifically identified on the face of the financial statements or other
disclosures are necessary for the financial statements to achieve fair presentation. For example, these disclosures may include matters about related party
transactions, restrictions on assets, subsequent events, and significant uncertainties. In such circumstances, the special purpose financial statements would
include the same disclosure required by GAAP or disclosure that communicates
the substance of those requirements. Disclosures in special purpose financial
statements may substitute qualitative information for some of the quantitative

AAG-EBP 6.08

©2016, AICPA

Defined Benefit Pension Plans

291

information required by GAAP or may provide information that communicates
the substance of those requirements.1
6.11 If the plan's financial statements are prepared on the cash or modified cash basis of accounting, disclosure of the plan's benefit obligation information would be considered necessary for the financial statements to achieve fair
presentation. In addition, the auditor might consider not disclosing or qualitatively disclosing information regarding accumulated plan benefits (such as
the amount of the plan's estimated accumulated plan benefits or accumulated
benefit obligations, as applicable, and the amount of accumulated benefit obligations by type, for example, postretirement benefit obligations). Normally,
the plan would be unable to properly communicate the substance of these disclosures without providing the disclosures quantitatively. AU-C section 700A
requires the auditor to form an opinion on whether the financial statements are
presented fairly, in all material respects, in accordance with the applicable financial reporting framework. This includes the appropriateness of the financial
statement presentation or appropriateness or adequacy of disclosures in the financial statements. See AU-C section 705, Modifications to the Opinion in the
Independent Auditor's Report (AICPA, Professional Standards), to determine
the effect on the auditor's report if the auditor concludes that a modification to
the auditor's opinion on the financial statements is necessary.

Financial Statements
6.12 In accordance with FASB ASC 960-205-10-1, the primary objective
of a pension plan's financial statements is to provide financial information that
is useful in assessing the plan's present and future ability to pay benefits when
they are due. In that regard, both of the following are recognized:
a. Information in addition to that contained in a plan's financial statements is needed in assessing the plan's present and future ability
to pay benefits when due.
b. Financial statements for several plan years can provide information more useful in assessing the plan's future ability to pay benefits
than the financial statements for a single plan year.
6.13 In accordance with FASB ASC 960-205-10-3, to accomplish its primary objective, a plan's financial statements should provide information about
all of the following: (a) plan resources and how the stewardship responsibility
for those resources has been discharged, (b) the accumulated plan benefits of
the participants, (c) the results of transactions and events that affect the information regarding those resources and benefits, and (d) other factors necessary
for users to understand the information provided.
6.14 The financial statements of a DB plan prepared in accordance with
U.S. GAAP should be prepared on the accrual basis of accounting and, in
accordance with FASB ASC 960-205-45-1, should include the following:
a. A statement that includes information regarding the net assets
available for benefits as of the end of the plan year (ERISA requires
that this statement be presented in comparative form.)
1
See paragraphs .17 and .A21–.A22 of AU-C section 800, Special Considerations—Audits of
Financial Statements Prepared in Accordance With Special Purpose Frameworks (AICPA, Professional
Standards).
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b. A statement that includes information regarding the changes during the year in net assets available for benefits (See paragraph 6.19
for guidance on providing a statement of cash flows.)
c. Information regarding the actuarial present value of accumulated
plan benefits as of either the beginning or end of the plan year.
Financial information presented as of the beginning of the year
should be the amounts as of the end of the preceding year.
d. Information regarding the effects, if significant, of certain factors
affecting the year-to-year change in actuarial present value of accumulated plan benefits
Information regarding the actuarial present value of accumulated plan benefits
and changes therein, however, may be presented in the financial statements
or in the notes. Appendix E, "Illustrations of Financial Statements: Defined
Benefit Pension Plans," of this guide provides illustrative financial statements
for DB plans.
6.15 As described in paragraph 6.79, the actuarial present value of accumulated plan benefits may be presented in the financial statements as of the
beginning of the plan year or as of the end of the plan year. The following table summarizes the minimum financial statement presentation requirements
when the plan uses a beginning of the year benefit information date versus the
end of the year benefit information date.
Minimum Presentation Requirements
Beginning of
Year Benefit
Information
Date

Financial Statements

End of Year
Benefit
Information
Date

Statement of net assets available for
benefits

Comparative

Comparative

Statement of changes in net assets
available for benefits

Comparative

Single

Accumulated plan benefits (in the
notes or in separate financial
statements)

Single

Comparative

Changes in accumulated plan benefits
(in the notes or in separate financial
statements)

Single

Single

Note
When using the beginning of the year benefit information date, if the plan
sponsor chooses to present more than the minimum presentation requirements, then it would also need to present the comparable presentation for
each financial statement. For example, if the plan sponsor chooses to present
comparative statements of accumulated plan benefits, then it would also need
to present three years of the statement of net assets available for benefits.
See paragraph 6.94 and FASB ASC 960-205-45-4 for appropriate guidance.
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Net Assets Available for Benefits
Cash Balances (Auditing Ref: par. 6.139–.143)
6.16 Noninterest-bearing cash balances of DB plans typically represent
residual amounts not otherwise invested and are not classified as an investment, but are typically shown as a separate line item on the financial statements (see the illustrative financial statements in appendix E of this guide).
6.17 Often, noninterest-bearing cash balances consist of amounts which
are held in a suspense account or a clearing account until disposition of the
funds is determined or completed such as for distribution payments.
6.18 Interest-bearing cash is often maintained for liquidity for benefit
payments or other plan transactions. FinREC recommends that investments
in short-term, highly liquid investments, such as interest-bearing cash, be included as an investment rather than a cash equivalent. The current Form 5500,
Annual Return/Report of Employee Benefit Plan, requires interest-bearing cash
to be reported as an investment on Schedule H, line 4i—Schedule of Assets
(Held At End of Year).
6.19 According to FASB ASC 230-10-15-4, a statement of cash flows is
not required to be provided by a DB plan that presents financial information
in accordance with the provisions of FASB ASC 960. Employee benefit plans
are encouraged to include a statement of cash flows with their annual financial
statements when that statement would provide relevant information about the
ability of the plan to meet future obligations (for example, when the plan invests
in assets that are not highly liquid or obtains financing for investments).
6.20 A definition of a cash equivalent need not be disclosed as required by
FASB ASC 230-10-45-6 when a cash flow statement is not presented.

Investments (Auditing Ref: par. 6.144–.146)
6.21 According to paragraphs 1–2 of FASB ASC 960-325-35, the plan
investments should be presented at their fair value at the reporting date (see
paragraph 6.29 for special provisions concerning the valuation of insurance
contracts). If significant, the fair value of an investment should be reduced by
brokerage commissions and other costs normally incurred in a sale (similar
to fair value less cost to sell). The FASB ASC glossary defines fair value of
plan investments as the price that would be received to sell an asset or paid
to transfer a liability in an orderly transaction between market participants at
the measurement date.
6.22 "Pending Content" in FASB ASC 960-325-35-4 states that if a plan's
fiscal year-end does not coincide with a month-end, the plan may measure
investments and investment-related accounts (for example, a liability for a
pending trade with a broker) using the month-end that is closest to the plan's
fiscal year-end. That election should be applied consistently from year to year.
6.23 Plan investments should be measured by quoted prices in an active
market when available. Although U.S. GAAP does not require disclosure of original cost of investments in the financial statements, original cost of investments
is required to be disclosed in the Form 5500, Schedule H, line 4i—Schedule of
Assets (Held at End of Year), and line 4j—Schedule of Reportable Transactions. See chapter 11, "The Auditor's Report," of this guide for an illustration
of when the auditor modifies the report on supplemental schedules because
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the original cost of investments is omitted from the supplemental schedules.
(The accounting for assets used in the administration of the plan is discussed
in paragraph 6.67.)
6.24 Typically, DB plans may hold a wide array of investments. Similar to
other types of benefit plans, investments may include public and private common stock of domestic and foreign companies; preferred stock; domestic and
foreign government bonds; corporate bonds; asset backed securities, including
those issued by government agencies; guaranteed investment contracts; insurance contracts; real estate; and derivatives, as well as registered investment
companies (RICs) (for example, mutual funds), collective investment funds that
invest in equities or fixed income, partnerships, common or collective trusts
(CCTs), insurance company pooled separate accounts (PSAs), unit investment
trusts, real estate investment trusts, and others. Many of these investments
are managed by an investment manager.
Note
Readers of this guide should refer to chapter 8 of this guide for an in-depth
discussion of fair value measurements and the investments described in this
chapter, as well for a discussion of investments not covered in this chapter.
6.25 Some of the more common investment types or methods of holding
investments that present unique accounting and auditing considerations for
DB plans are discussed in the following sections:

r
r
r
r
r

Insurance contracts
Investment contracts
Securities lending
Master trusts
IRC Section 401(h) accounts

Insurance and Investment Contracts (Auditing Ref: par. 6.147–.149)
6.26 The terms insurance contract and investment contract are used in
this chapter because those terms are described for accounting purposes in
FASB ASC 944, Financial Services—Insurance. Paragraphs 5–6 of FASB ASC
944-20-05 describe insurance contracts as follows:
Insurance Contracts
The primary purpose of insurance is to provide economic protection
from identified risks occurring or discovered within a specified period.
Insurance transactions may be characterized generally by both of the
following:
a. The purchaser of an insurance contract makes an initial
payment or deposit to the insurance entity in advance of
the possible occurrence or discovery of an insured event.
b. When the insurance contract is made, the insurance entity
ordinarily does not know if, how much, or when amounts
will be paid under the contract.
6.27 According to FASB ASC 340-30-15-4, a long-duration life and health
insurance contract that does not indemnify against mortality or morbidity risk
should be accounted for as investment contracts under FASB ASC 944.
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6.28 Paragraphs 16–19 of FASB ASC 944-20-15 describe insurance and
investment contracts as follows:
A mortality or morbidity risk is present if, under the terms of the
contract, the entity is required to make payments or forego required
premiums contingent on the death or disability (in the case of life
insurance contracts) or the continued survival (in the case of annuity
contracts) of a specific individual or group of individuals.
A contract provision that allows the holder of a long-duration contract
to purchase an annuity at a guaranteed price on settlement of the
contract does not entail a mortality risk until the right to purchase is
executed. If purchased, the annuity is a new contract to be evaluated
on its own terms.
Annuity contracts may require the insurance entity to make a number
of payments that are not contingent on the survival of the beneficiary,
followed by life-contingent payments.
Such contracts are considered insurance contracts under FASB ASC
944-20 unless either of the following conditions exist:
a. The probability that life-contingent payments will be
made is remote.
b. The present value of the expected life-contingent payments relative to the present value of all expected payments under the contract is insignificant.

Insurance Contracts
6.29 FASB ASC 960-325-35-3 states that insurance contracts (as defined
in the FASB ASC glossary) should be presented in the same manner as specified in the annual report filed by a plan with certain governmental agencies
pursuant to ERISA. This is consistent with the requirements of Form 5500.
The current Form 5500 permits unallocated insurance contracts to be reported
at either current value or as determined on Schedule A, Insurance Information,
that is, contract value. This is an exception to the general requirement of FASB
ASC 960 that plan investments be presented at fair value.
6.30 In accordance with FASB ASC 960-325-35-3, a plan not subject to
ERISA should present its insurance contracts as if the plan were subject to the
reporting requirements of ERISA.

Investment Contracts
6.31 A DB plan should report investment contracts at fair value in accordance with FASB ASC 960-325-35-1.

Allocated and Unallocated Funding Arrangements
6.32 A plan may invest assets with an insurance company pursuant to
any of a number of different types of contracts. The nature and funding of
the contract will determine the related accounting and regulatory reporting
requirements.2

2
Plans funded solely with certain types of insurance contracts are not required under the
Employee Retirement Income Security Act of 1974 to prepare financial statements or engage an
independent auditor.
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6.33 Allocated funding arrangements include annuity contracts. In accordance with the FASB ASC glossary, an allocated contract is a contract with
an insurance entity under which payments (contributions paid) to the insurance entity are currently used to purchase deferred or immediate annuities for
individual participants. As defined in the FASB ASC glossary (definition 1),
an annuity contract is a contract in which an insurance entity unconditionally
undertakes a legal obligation to provide specified pension benefits to specific
individuals in return for a fixed consideration or premium. This arrangement
is irrevocable and involves the transfer of significant risk from the plan to the
insurance entity. As such, investments in allocated contracts are not assets of
the DB plans.
6.34 An unallocated contract, as defined in the FASB ASC glossary, is a
contract with an insurance entity under which related payments to the insurance entity are accumulated in an unallocated fund to be used to meet benefit
payments when employees retire, either directly or through the purchase of annuities. Funds in an unallocated contract may also be withdrawn and otherwise
invested.
6.35 Unallocated funding ordinarily is associated with a group deposit
administration (DA) contract and an immediate participation guarantee (IPG)
contract. For investment purposes, unallocated funds may be commingled in
a general account or PSA or held in an individual separate account. These
contracts generally should be included in the plan's financial statements.
6.36 Determining whether insurance contract assets and related obligations should be reported in the plan's financial statements requires a careful
review of the contract.

Presentation of Plan Investments
6.37 Pending Content" in FASB ASC 960-325-45-1 states that information
regarding a plan's investments that are measured using fair value should
indicate whether reported fair values have been measured by quoted prices in
an active market or are fair values otherwise determined. In accordance with
"Pending Content" in FASB ASC 960-325-45-2, investments measured using
fair value in the statement of net assets available for benefits or in the notes
should be presented by general type, such as (a) RICs (for example, mutual
funds), (b) government securities, (c) CCTs, (d) PSAs, (e) short-term securities,
(f) corporate bonds, (g) common stocks, (h) mortgages, and (i) real estate.
Note
The employer may want to use the classification of plan assets as reported
in the employer's financial statements under FASB ASC 715-20-50-5 in the
plan's financial statements to meet the requirements for disclosing plan investments by type. In accordance with FASB ASC 715-20-50-5 examples of
classes of assets could include, but are not limited to, cash and cash equivalents; equity securities (segregated by industry type, company size, or investment objective); debt securities issued by national, state, and local governments; corporate debt securities; asset-backed securities; structured debt;
derivatives on a gross basis (segregated by type of underlying risk in the contract, for example, interest rate contracts, foreign exchange contracts, equity
contracts, commodity contracts, credit contracts, and other contracts); investment funds (segregated by type of fund); and real estate. These examples are
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not meant to be all inclusive. FinREC believes that the classification, as set
forth in "Pending Content" in FASB ASC 715-20-50-5 would also meet the requirements for disclosing plan investments by type under "Pending Content"
in FASB ASC 960-325-45-1. The examples of classifications, as described in
"Pending Content" in FASB ASC 715-20-50-5, provide a greater detail of investments by type than what is currently required under "Pending Content"
in FASB ASC 960-325-45-2.

Securities Lending (Auditing Ref: par. 6.150)
6.38 Securities custodians commonly carry out securities lending activities on behalf of their employee benefit plan clients. The borrowers of securities
generally are required to provide collateral to the lender (the plan). This collateral is typically cash, but sometimes it may be other securities or standby
letters of credit, with a value slightly higher than that of the securities borrowed. If the collateral is cash, the lender typically earns a return by investing
that cash at rates higher than the rate paid or rebated to the borrower. If the
collateral is other than cash, the lender typically receives a fee. FASB ASC 860,
Transfers and Servicing, provides accounting and reporting guidance for transfers of financial assets, including accounting for securities lending activities.
FASB ASC 860 addresses

r
r
r
r

whether the transaction is a sale of the loaned securities for financial reporting purposes.
if the transaction is not a sale, how the lender should report the
loaned securities.
whether and how the lender should report the collateral.
how the lender should record income earned as a result of securities lending transactions.

6.39 If the securities lending transaction includes an agreement that entitles and obligates the plan (the transferor) to repurchase the transferred
securities under which the plan maintains effective control over those securities, then the plan must account for those transactions as secured borrowings
(not sales) and continue to report the securities on the statement of net assets.
6.40 Typically, in a securities lending arrangement, the transferee has
the right by custom or contract to sell or repledge the security loaned. In
these instances, the securities loaned should be reclassified and reported by
the plan (the transferor) separately from other assets not so encumbered (for
example, as security pledged to creditors) pursuant to FASB ASC 860-30-25-5.
Alternatively, if the transferee does not have the right by custom or contract
to sell or repledge the security loaned, the plan should disclose in the notes to
the financial statements the carrying amount and classification of any assets
pledged as collateral, associated liabilities, and qualitative information about
the relationship between those assets and associated liabilities as of the date
of the latest statement of net assets presented pursuant to FASB ASC 860-3050-1A. The plan should record the cash collateral received as an asset, and any
investments made with that cash, even if made by agents or in pools with other
securities lenders, along with the obligation to return the cash (considered the
amount borrowed).
6.41 Generally, if the plan receives securities (instead of cash) that may
be sold or repledged, the plan accounts for those securities in the same way as
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it would account for cash received, that is, the plan recognizes in the statement
of net assets the securities received as collateral and the obligation to return
that collateral.
6.42 However, pursuant to in FASB ASC 860-30-50-1A, the plan should
also disclose the fair value as of the date of each statement of net assets presented of that collateral and of the portion of that collateral that it has sold or
repledged and information about the sources and uses of that collateral.
6.43 Because FASB ASC 860-30-25-5 requires that only the lender recognize securities collateral received in its statement of net assets, it is important
to accurately identify the lender and borrower in securities lending transactions. One indicator that the plan is the lender is that the collateral received by
the lender generally has a value slightly higher (for example, 2 percent) than
that of the securities being borrowed.
6.44 The plan should disclose its policy for requiring collateral or other
security in accordance with FASB ASC 860-30-50-1A. FASB ASC 860-30-50-8
states that a reporting entity also should disclose the information required by
paragraphs 1–6 in FASB ASC 210-20-50 for both the following that are either
offset in accordance with FASB ASC 210-20-45 or subject to an enforceable
master netting arrangement or similar agreement (see paragraphs 6.102–.105):
a. Recognized repurchase agreements and reverse sale and repurchase agreements
b. Recognized securities borrowing and securities lending transactions
6.45 According to FASB ASC 960-30-25-2, the interest income earned and
rebate interest paid as a result of securities lending activity should be recorded
on the statement of changes in net assets available for benefits.

Master Trusts (Auditing Ref: par. 6.151)
6.46 A master trust is a trust account made up of assets of some or all
of the employee benefit plans of a company that sponsors more than one plan
or a group of corporations under common control. Typically, each plan has an
undivided interest in the assets of the trust, and ownership is represented by
a record of proportionate dollar interest or by units of participation.
6.47 In accordance with FASB ASC 960-30-45-11, investments in master
trusts are presented as a single line item in the statement of net assets available
for benefits. See chapter 8 of this guide for further guidance on accounting and
reporting for investments held in master trusts.

401(h) Accounts (Auditing Ref: par. 6.152)
6.48 Some DB plans provide a postretirement medical benefit component
in addition to the normal retirement benefits of the plan, pursuant to IRC
Section 401(h). Employers may fund a portion of their postretirement medical
benefit obligations related to their health and welfare benefit plans (H&W
plans) through a health benefit account (401[h] account) in their DB plans,
subject to certain restrictions and limitations. Funding can be accomplished
through a qualified transfer of excess pension plan assets or through additional
contributions. Any assets transferred to a 401(h) account in a qualified transfer
of excess pension plan assets (and any income allocable thereto) must be used
only to pay qualified current retiree health benefits for the taxable year of the
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transfer (whether directly or through reimbursement). Any assets transferred
to a 401(h) account in a qualified transfer of excess pension plan assets (and
any income allocable thereto) that are not used in the year must be transferred
out of the account to the DB plan.
6.49 The 401(h) assets may be used only to pay current retiree health
benefits, which generally are obligations of a separate H&W plan or health
benefit arrangement. They may not be used to satisfy pension obligations.
Although the assets may be invested together with assets that are available to
pay pension benefits, a separate accounting must be maintained for all qualified
transfers, contributions, distributions or expenses, and income earned thereon.
6.50 The IRC allows employers to allocate up to 25 percent of total contributions to the plan, subject to certain limitations, to the 401(h) account. If
the full amount of these contributions is not used during the year, they may be
accumulated for future retiree medical expenses in the 401(h) account. The deductibility of employer contributions to a 401(h) account is subject to separate
limitations and, therefore, such contributions have no effect on the amount of
deductible contributions an employer can make to fund pension benefits under
the plan. The earnings on the 401(h) account are ignored for minimum funding
purposes. Additionally, under the IRC, qualified transfers are not treated as
prohibited transactions for purposes of Section 4975.
6.51 The plan sponsor has discretion in making contributions to the 401(h)
account. A pension or annuity plan may provide for payment of medical benefits
for retired employees, their spouses, and their dependents if all of the following
conditions are met:
a. Benefits are subordinate (as defined in Section 401[h] of the IRC)
to the retirement benefits provided by the plan.
b. A separate account is established and maintained for such benefits.
c. The employer's contributions to the separate account are reasonable and ascertainable.
d. It is impossible, at any time prior to the satisfaction of all obligations under the plan to provide such benefits, for any part of the
corpus or income of the separate account to be (within the taxable
year or thereafter) used for, or diverted to, any purpose other than
the providing of such benefits.
e. Notwithstanding the provisions of certain IRC sections, upon satisfaction of all obligations under the plan to provide such benefits,
any amount remaining in the separate account must, under the
terms of the plan, be returned to the employer.
f. In the case of an employee who is a key employee (as defined in
IRC Section 416[i]), a separate account is established and maintained for such benefits, which are payable to such employee (and
the spouse and dependents), and such benefits (to the extent attributable to plan years beginning after March 31, 1984, for which
the employee is a key employee) are payable only to that employee
(and the spouse and dependents) from the separate account
6.52 As stated in paragraphs 4–10 of FASB ASC 960-30-45, because the
401(h) net assets may not be used to satisfy pension obligations, the total of
net assets available for pension benefits should not include net assets held in
the 401(h) account related to obligations of the H&W plan. The 401(h) account
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assets less liabilities (net assets of the 401[h] account) are required to be shown
in DB plan financial statements as a single line item on the face of the statements (as illustrated in FASB ASC 960-205-55-2). Those net assets related to
the 401(h) account also should be deducted before arriving at the total of net
assets available for pension benefits. In deducting those net assets, the amount
related to the 401(h) features should be presented as a separate line item in the
liabilities section of the statement of net assets available for pension benefits.
The financial statement caption should clearly denote that the net assets held
in the 401(h) account relate to obligations of the H&W plan or arrangement.
The statement of changes in net assets should show only the changes in net
assets of the pension plan and not any of the components of the changes in the
net assets in the 401(h) account. The only amounts that should be reported
in the statement of changes in net assets are qualified transfers to the 401(h)
account or any unused or unspent amounts (including allocated income), or
both, in the 401(h) account at the end of the year that were qualified transfers
of excess pension plan assets that should have been, but were not, transferred
back to the DB plan.
6.53 In accordance with FASB ASC 960-20-45-5, information regarding
accumulated plan benefits should relate only to pension obligations. Even in
situations in which separate financial statements are not prepared for a related H&W plan, obligations related to retiree health benefits should not be
reported in the statement of accumulated plan benefits of the DB plan financial
statements.
6.54 In accordance with FASB ASC 960-205-50-4, DB plans should disclose in the notes to the financial statements the nature of the assets related to
the 401(h) account and the fact that the assets are available only to pay retiree
health benefits.
6.55 In accordance with FASB ASC 960-205-50-5, because ERISA requires
401(h) accounts to be reported as assets of the pension plan, a reconciliation
of the net assets reported in the financial statements to those reported in the
Form 5500 is required. Additionally, any assets held for investment purposes
in the 401(h) account should be shown on the Form 5500, Schedule H, line 4i—
Schedule of Assets (Held at End of Year), and 5 percent reportable transactions
of the assets held in the 401(h) account should be shown on Schedule H, line
4j—Schedule of Reportable Transactions, for the pension plan.

Contributions and Contributions Receivable (Auditing Ref: par.
6.153–.164)
6.56 The most common source of contributions made to a DB plan is employer contributions. Certain DB plans may also have employee contributions
and rollover contributions.
6.57 In accordance with paragraphs 1–2 in FASB ASC 960-310-25, contributions receivable are amounts due as of the reporting date to the plan from
employer(s), participants, or other sources of funding (for example, state subsidies or federal grants, which should be separately identified). Amounts due
include those pursuant to formal commitments as well as legal or contractual
requirements. With respect to employer's contributions, evidence of a formal
commitment may include any of the following: (a) a resolution by the employer's
governing body approving a specified contribution; (b) a consistent pattern of
making payments after the plan's year-end pursuant to an established funding
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policy that attributes such subsequent payments to the preceding plan year; (c)
a deduction of a contribution for federal tax purposes for periods ending on or
before the reporting date; or (d) the employer's recognition, as of the reporting
date, of a contribution payable to the plan. The existence of accrued costs in the
employer's financial statements or a deficit in net assets of the plan does not,
by itself, provide sufficient support for recognition of a contribution receivable
by the plan.
6.58 FASB ASC 960-310-25-3 states that an adequate allowance should
be provided for estimated uncollectible amounts. The Form 5500, Schedule
SB, Single-Employer Defined Benefit Plan Actuarial Information, or MB, Multiemployer Defined Benefit Plan and Certain Money Purchase Plan Actuarial
Information, may provide useful information in determining the contribution
receivable at year-end. The Form 5500 reporting for contributions may differ
from U.S. GAAP. Differences between the Form 5500, Schedule H, Financial
Information, amounts on the Form 5500 and the financial statement amounts
relating to contributions receivable should be disclosed as a reconciling item
in the notes to the financial statements. Additionally, if there are differences
between Schedule SB or MB of the Form 5500, and the financial statements,
no reconciliation is generally required provided the amount of contributions
reported on the Form 5500, Schedule H, agrees to the amount of contributions
included in the financial statements.
6.59 Plan sponsors are required to contribute at least a minimum as determined each year under ERISA and may contribute more than the minimum
required by ERISA to (a) avoid restrictions on plan distributions or benefit
accruals; (b) decrease Pension Benefit Guaranty Corporation (PBGC) variable
premium expense; or (c) decrease current or future pension expense. Contributions made to a plan are reported for ERISA funding purposes in a way
that attributes them to a particular plan year, typically consistent with the
attribution made by the plan sponsor for federal income tax purposes. Contributions may be considered for funding purposes and are tax deductible for the
plan sponsor up to the date of the extended corporate tax return, typically 81 /2
months after the plan's year end (September 15 of the following plan year for a
calendar year-end plan). Also see paragraph 6.96d for disclosure requirements
relating to minimum funding.
6.60 The Pension Protection Act (PPA) has affected many aspects of plan
design, administration, and funding. For DB plans, the PPA focuses on the
funded percentage as the trigger point to activate additional funding requirements and benefit limitations. These rules are very complex and this discussion
will not address many of those complexities but rather will provide an overview
of the key features.
6.61 Minimum funding standards are established based on a plan's funded
status. The funding target is the present value of accrued benefits. PPA defines
the ratio of plan assets to the funding target as the adjusted funding target attainment percentage (AFTAP). If the assets equal the present value of accrued
benefits, the plan's AFTAP will be 100 percent. The minimum required contribution for plans with an AFTAP of 100 percent or greater will be the plan's
normal cost. This is the actuarially determined amount necessary to fund the
benefits that have accrued in the current year. This minimum contribution
could be reduced to 0 if the excess of the assets over the funding target exceeds
the plan's normal cost for the year. For plans with an AFTAP of less than 100
percent, the minimum required contribution will be the plan's normal cost plus
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an additional payment that will amortize the shortfall over 7 years plus, if
applicable, the amortization of any funding waivers over a 5-year period.
6.62 Each year the actuary is required to certify to the plan's funded
percentage. Plans with a funding percentage below 80 percent will be required
to implement certain benefit limitations. Further limitations will be required
when the AFTAP falls below 60 percent. Plans with an AFTAP above 60 percent
but less than 80 percent may not be amended to provide additional or increased
benefits. They must also place a limit on accelerated benefits such as lump sums
and annuity purchases. This limit is 50 percent of the full amount allowed
by the plan. If the AFTAP falls below 60 percent, the plan must freeze the
accrual of all future benefits until such time as the percentage increases to
over 60 percent. The plan will also not be allowed to make any accelerated
payments. The plan sponsor will need to determine if the plan is being operated
in accordance with any limitations that apply based on the aforementioned
rules and consider the need for disclosure of such limitations in the notes to
the financial statements of the plan.
6.63 For DB plans, FinREC recommends that the ERISA minimum required contribution determined by the actuary be recorded as a contribution
receivable in the plan's financial statements if not paid by year-end. Sometimes
a contribution made after year-end that was not the result of a formal commitment at year-end is later recharacterized for funding and tax purposes by the
plan sponsor as a contribution attributable to the plan year being reported on.
This recharacterization may constitute a nonrecognized (type 2) subsequent
event (an event occurring after the reporting date that is indicative of conditions [for example, a formal commitment] that did not exist at the reporting
date) and, consequently, would not be recorded as a contribution receivable.
6.64 Funding waivers. In certain situations of business hardship, plan
sponsors may be unable to satisfy the minimum funding standard for a plan
year without temporary substantial hardship. In these cases, the plan sponsor
may apply to the Secretary of the Treasury for a waiver of the minimum funding standard. Such application must be filed no later than 21 /2 months after
the plan's year-end. The Secretary of the Treasury cannot waive the minimum
funding standard with respect to a plan for more than 3 of any 15 consecutive
plan years. If granted, waivers generally permit a plan sponsor to amortize the
ERISA minimum contribution, including interest as defined under the IRC over
a period of 5 years. FinREC recommends that a receivable be recorded for the
minimum required contribution that is not received within the statutory funding deadline and consider whether an allowance for estimated uncollectable
amounts is necessary.
6.65 Multiemployer plans. According to FASB ASC 960-310-25-3A, a multiemployer plan may also have a receivable for a withdrawing employer's share
of the plan's unfunded liability. The plan should record the receivable, net of
any allowance for an amount deemed uncollectible, when entitlement has been
determined.

Other Receivables (Auditing Ref: par. 6.165–.167)
6.66 DB plans may have other receivables, including those associated
with contractual relationships. Other receivables may include the following:

r

Investment related receivables, such as the following:
—
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— Securities lending income
— Amounts due from brokers for securities sold
— Derivative-related activity (for example, receivable for
variation margin and foreign currency forward contracts)

r
r

Fee reimbursements (from plan sponsor or service providers)

r
r

Reimbursement for nonexempt transactions or lost income

Amounts due from plan sponsors or others relating to operational
defects
Legal settlements

Operating Assets (Auditing Ref: par. 6.168–.170)
6.67 In accordance with FASB ASC 960-360-35-1, plan assets used in
plan operations (for example, buildings, equipment, furniture and fixtures,
and leasehold improvements) should be presented at cost less accumulated
depreciation or amortization. This is in contrast to the Form 5500 reporting
requirement that calls for plan assets to be reported at fair value. Resulting
differences should be presented in a note to the financial statements that reconciles the differences between amounts reported in the financial statements
and the Form 5500.
6.68 FASB ASC 360, Property, Plant, and Equipment, addresses accounting for the impairment of long-lived assets for assets to be held and used and
assets to be disposed of. FASB ASC 360-10-35-21 requires that long-lived assets to be held and used by the plan, such as real estate owned by the plan
for plan operations, be tested for recoverability whenever events or changes
in circumstances indicate that the carrying amount may not be recoverable.
Long-lived assets to be abandoned or exchanged for a similar productive asset
should be considered held and used until disposed of. FASB ASC 360-10-35-43
states that long-lived assets classified as held for sale should be measured at
the lower of its carrying amount or fair value less cost to sell. A long-lived
asset should not be depreciated while it is held for sale. See FASB ASC 360 for
further accounting and disclosure requirements.
Update 6-1 Accounting and Reporting: Revenue From Contracts
With Customers
FASB ASU No. 2014-09, Revenue from Contracts with Customers (Topic 606),
issued in May 2014, is effective (as amended by FASB ASU No. 2015-14, Revenue from Contracts with Customers (Topic 606): Deferral of the Effective Date)
for annual reporting periods of a public business entity, a not-for-profit entity
that has issued, or is a conduit bond obligor for, securities that are traded,
listed, or quoted on an exchange or an over-the-counter market, and an employee benefit plan that files or furnishes financial statements with or to the
SEC should apply the "Pending Content" that links to FASB ASC 606-10-65-1
for annual reporting periods beginning after December 15, 2017, including
interim reporting periods within that reporting period. Earlier application is
permitted only as of annual reporting periods beginning after December 15,
2016, including interim reporting periods within that reporting period.
For other entities, FASB ASU No. 2014-09 is effective for annual reporting periods beginning after December 15, 2018, and interim periods within annual
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periods beginning after December 15, 2019. Other entities may elect to adopt
the standard earlier, however, only as of either

r
r

an annual reporting period beginning after December 15, 2016, including interim periods within that reporting period, or
an annual reporting period beginning after December 15, 2016, and
interim periods within annual periods beginning one year after the
annual reporting period in which an entity first applies the "Pending
Content" that links to FASB ASC 606-10-65-1.

See the "Select Recent Developments" section of the preface of this guide for
further details.

Accrued Liabilities (Auditing Ref: par. 6.171–.173)
6.69 A plan may have liabilities (other than for benefits) that should be
accrued. Such liabilities may include the following:

r
r
r
r
r
r

Accrued expenses (for example, third-party administrator, investment management, trustee, recordkeeping, actuarial, PBGC, and
professional fees incurred during the period)
Amounts owed for securities purchased or other investmentrelated payables
Obligations to return securities lending collateral
Derivative related payables
Income taxes payable by the plan
Amounts due to the plan sponsor (for example, the reimbursement
of plan expenses as permitted by the plan document)

6.70 These liabilities should be deducted to arrive at net assets available
for benefits. The plan should not reflect as liabilities amounts of persons who
have elected to withdraw from the plan but have not yet been paid. Current
benefits payable should not be accrued as liabilities because the liability for
benefits to be paid by the plan is already reflected in the actuarial present
value of accumulated plan benefits.

Note
A note to the financial statements to reconcile the audited financial statements to the Form 5500 may be necessary because benefits payable are required to be reported on Schedule H.
6.71 A legal settlement against the plan for benefits and errors in determining plan obligations should be reported as an increase in the actuarial
present value of accumulated plan benefits instead of as a liability in the statement of net assets available for benefits in the year it meets the criteria for accrual. Such amounts remain as an accumulated plan benefit until distributed.
See FASB ASC 450, Contingencies, for further guidance when reporting on
contingencies.
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Changes in Net Assets Available for Benefits
6.72 According to "Pending Content" in FASB ASC 960-30-45-2 (unless
otherwise noted), information about changes in net assets available for benefits
is intended to present the effects of significant changes in net assets during the
year and should present, at a minimum, all of the following:
a. The net appreciation (depreciation) in fair value. Net appreciation
or depreciation includes realized gains and losses on investments
that were both purchased and sold during the period as well as
unrealized appreciation or depreciation of the investments held at
year-end. (See exhibit E-8, note E, in appendix E of this guide for
an illustration.)
Note
FASB ASC 960-30-45-3 states that separate disclosures of realized gains and
losses on investments sold during the year is neither required nor proscribed.
b. Investment income, exclusive of changes in fair value described in
item (a) preceding.
Certain RICs and other investment funds pay dividends or capital
gain distributions that are reinvested into the plan. FinREC recommends that the dividends be considered investment income and
shown separately from changes in fair value. FinREC recommends
that capital gain distributions be considered investment income
and shown separately from changes in fair value or included as
part of the net change in fair value.
c. Contributions from the employer, segregated between cash and
noncash contributions. A noncash contribution should be recorded
at fair value. The nature of noncash contributions should be described either parenthetically or in a note.
d. Contributions from participants, including those transmitted by
the plan sponsor.
e. Contributions from other identified sources (for example, state subsidies or federal grants).
f. Benefits paid to participants.
g. Payments to insurance entities to purchase contracts that are excluded from plan assets. Item (e) in FASB ASC 960-205-50-1 requires disclosure of the plan's dividend income related to excluded
contracts and permits that income to be netted against this item.
h. Administrative expenses.
i. Other changes (for example, transfers of assets to or from other
plans) should also be presented if significant.
Note
See paragraph 6.76 and DOL Advisory Opinion No. 2001-01A for guidance
on reasonable expenses of administering a plan.
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6.73 The minimum presentation items listed in the preceding paragraph
should be made to the extent that they apply to the plan. In accordance with
FASB 960-30-45-1, the list of minimum presentation items is not intended to
limit the amount of detail or the manner of presenting information regarding changes in the net asset information. Subclassifications and additional
classifications may be useful. For example, separately reporting refunds of terminated employees' contributions may be useful. Alternatively, such refunds
may be netted against contributions received from participants or included in
benefits paid. Accordingly, plan administrators should use their best judgment
in light of the relevant circumstances.
6.74 FinREC also recommends that the following items be presented separately, if they are significant:
a. Other employer contributions (if coming from the employer) or
other income, including fee income from securities loaned and from
miscellaneous sources, such as reimbursements for lost income or
operational defects
b. Income tax expense (for example, unrelated business income tax)
c. Other expenses, such as interest expense on debt or short sales,
bank borrowings, margin accounts, and reverse repurchase agreements
d. Transfers of assets to or from other plans

Benefit Payments (Auditing Ref: par. 6.174–.177)
6.75 Benefits are recorded when paid as all net assets of the plan are
available to pay benefits. Each plan will contain provisions for how and when
participants will be eligible to receive benefits and the form of such benefits.
Benefit payments take on several different forms, such as in a lump sum,
periodic payments, or annuity payments. Benefits to be provided through insurance contracts under which an insurance company is obligated to pay the
benefits would be excluded from the assets of the plan (see paragraph 6.33). The
plan administrator, or his or her agent, is responsible for determining whether
any distributions of plan assets satisfy the requirements set forth in the plan
instrument and related documents and are otherwise consistent with ERISA.

Plan Expenses (Auditing Ref: par. 6.178–.181)
6.76 Certain expenses may be paid on behalf of the plan by the plan sponsor. DB plans may pay administrative and investment-related expenses out of
plan assets provided the plan document allows for such payments. In addition,
DOL rules and regulations help clarify what expenses can be paid by the plan.
Payment of improper expenses from a qualified plan is a breach of fiduciary
duties and may be considered a nonexempt transaction. For example, expenses
incurred relating to the formation of the plan (such as settlor functions) would
not be considered reasonable for the plan. Settlor functions include decisions
relating to the formation, design, and termination of the plan.3 Expenses incurred related to implementing settlor decisions may be reasonable expenses of
the plan. See the DOL-issued publication, Understanding Retirement Plan Fees
and Expenses, and DOL Advisory Opinion No. 2001-01A to better understand
and evaluate plan fees and expenses.
3
Plan sponsors may want to consult with legal counsel when determining whether fees are
considered settlor fees.
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6.77 In certain instances, it may be difficult to understand the nature
of the plan administrative expenses because they are often netted against
income, or there may be other arrangements resulting in expenses not being
apparent on the service provider statements. Plan administrative expenses
may be paid directly by the plan from trust earnings, employer contributions,
employee reimbursements, or forfeitures, as permitted by the plan document.
Alternatively, some plans may pay plan expenses by offsetting the expenses
against investment income. See paragraphs 6.96p and 6.97 for guidance on the
financial statement disclosures related to expenses as well as chapter 9, "Plan
Tax Status," of this guide for tax status considerations
6.78 Typical plan expenses may include the following:

r
r
r
r
r
r
r

Investment management
Trustee
Custodian
Recordkeeping and compliance
Professional fees
Reimbursement of plan sponsor direct costs, such as plan administrative salaries and other administrative expenses
Other transaction or processing fees

Accumulated Plan Benefits (Auditing Ref: par.
6.182–.188)
6.79 Accumulated plan benefits are to be presented as the present value of
future benefits attributable under the plan's provisions to service rendered to
the date of the actuarial valuation. The actuarial present value of accumulated
plan benefits may be presented as of the beginning or the end of the plan year;
under FASB ASC 960-205-45-4, however, an end-of-year benefit information
date is considered preferable. See paragraph 6.15.
6.80 In accordance with the FASB ASC glossary, accumulated plan benefits include benefits to be paid to (a) retired or terminated employees or their
beneficiaries, (b) beneficiaries of deceased employees, and (c) present employees or their beneficiaries. To the extent possible, plan provisions should apply
in recognizing accumulated plan benefits. A general method for measurement
is provided in FASB ASC 960-20-25-4. Projected years of service should be a
factor only in determining an employee's expected eligibility for particular benefits. Automatic benefit increases specified by the plan (for example, automatic
cost-of-living increases) that are expected to occur after the benefit information
date should be recognized. Plans providing death and disability benefits should
consider these factors in the calculation.
6.81 DB plan actuarial valuations are prepared for different purposes and
may use different actuarial methods and assumptions. There may be at least
three different valuations performed annually for a single plan: a valuation for
(a) determining the ERISA and IRS funding requirement; (b) determining the
pension obligation and expense recorded in the plan sponsor's financial statements following the guidance of FASB ASC 715, Compensation—Retirement
Benefits; and (c) determining the pension obligation recorded or disclosed in
the plan's financial statements following the guidance of FASB ASC 960.
6.82 A projected unit credit actuarial cost method is required by FASB
ASC 715 for use in preparing the plan sponsor financial statements, whereas
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FASB ASC 960 describes a unit credit method for the plan. The projected unit
credit method may project salary and service and prorate the benefit based
on service, whereas the unit credit method does not consider future salary or
future service.
6.83 As shown in the following table, plan amendments adopted before
the measurement date of the actuarial valuation should be given effect in
the valuation, even if some provisions take effect only in future periods. For
example, a plan amendment may provide for a change in the benefit formula
that includes a retroactive component, and it may also include provisions to
increase the benefit formula in future plan years. Plan amendments adopted
after the benefit information date should not be recognized.
Matrix for Recognition of Plan Amendments
Amendments Adopted
Effective
Date

Within Reporting
Year

After the Reporting
Year

Effective date within the
reporting year

Effect of amendment
should be included in the
actuarial present value
of accumulated plan
benefits presented as of
the end of the reporting
year4

Effect of amendment
should not be included in
the actuarial present
value of accumulated
plan benefits presented
as of the end of the
reporting year5

Effective date after the
reporting year

Effect of amendment
should be included in the
actuarial present value
of accumulated plan
benefits presented as of
the end of the reporting
year6

Effect of amendment
should not be included in
the actuarial present
value of accumulated
plan benefits presented
as of the end of the
reporting year7

4
For example, if benefit information is presented as of the beginning of year, the financial
statements for 20X2 and 20X1 will only show benefit information as of 12/31/X1 based on a 1/1/X2
actuarial valuation. If an amendment was adopted on 11/30/X1 with an effective date of 12/15/X1, it
should be included in the 12/31/X1 benefit obligations.
5
For example, if the benefit information is presented as of the beginning of the year, the financial
statements for 20X2 and 20X1 will only show benefit information as of 12/31/X1 based on a 1/1/X2
actuarial valuation. If an amendment was adopted on January 15, 20X2, with an effective date
retroactive to January 1, 20X1, it should not be included in the 12/31/X1 benefit information. Even
though the effective date is retroactive, it is not accounted for until 20X2 when first adopted. The
actuarial valuation at 1/1/X2 may or may not include this amendment. If it has been included, the
effect should be removed from the valuation and disclosed in the notes to the financial statements as
an unrecognized (type 2) subsequent event.
6
For example, if benefit information is presented as of the beginning of year, the financial
statements for 20X2 and 20X1 will only show benefit information as of 12/31/X1 based on a 1/1/X2
actuarial valuation. If an amendment was adopted on 11/30/X1 with an effective date of 1/1/X2, it
should be included in the 12/31/X1 benefit obligations. The actuarial valuation would be expected to
include this.
7
For example, if the benefit information is presented as of the beginning of year, the financial
statements for 20X2 and 20X1 will only show the benefit information as of 12/31/X1 based on the
1/1/X2 actuarial valuation. If an amendment was adopted on January 15, 20X2, with an effective date
of January 1, 20X2, it should not be included in the 12/31/X1 benefit obligations. The 1/1/X2 actuarial
valuation may or may not include the effect of this amendment. If it has been included, the effect
of the amendment should be removed from the valuation and disclosed in the notes to the financial
statements as an unrecognized (type 2) subsequent event.
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6.84 As in the presentation of plan assets, benefits that are guaranteed
by a contract with an insurance company, that is, allocated contracts, should
be excluded from the actuarial present value of accumulated plan benefits.
6.85 The assumptions used in calculating accumulated plan benefits are
to be based on the premise of an ongoing plan. Accordingly, the interest rates
used for discounting expected future payments should reflect the rates of return
expected on plan investments during the periods for which the benefits are deferred. See also FASB ASC 960-20-35-1 for information regarding assumptions
used in determining benefit information. An appropriate allowance for future
employee mortality and turnover should be provided. The significant assumptions used in the calculation must be developed using an explicit approach,
whereby each assumption, standing alone, represents the best estimate of the
plan's future experience. These assumptions may differ from those used in the
determination of the plan's funding and the plan sponsor's pension costs.
6.86 One of the most significant economic assumptions is the discount
rate. Two approaches exist that can be used to select the discount rate. The
most commonly used approach is to reflect the long-term expected rate of return on assets. This amount is generally stable from one year to the next.
This assumption would reflect anticipated growth of the actual underlying
investments in the pension trust. Many employers are changing the mix of
investments that have been historically used. For employers that are changing their mix of assets, the actual history of returns is not as relevant as new
expectations for the new mix of assets.
6.87 Historically, when an approach of looking at the long term expected
return was used, the rate selected had generally been the same as that used
for funding purposes. However, the PPA has changed the funding rate. The
funding rate is no longer an appropriate rate for use in the plan's financial
statements. Plans using expected return on plan assets as the basis for choosing
the discount rate will need to have a benchmark other than the PPA funding
rate. One of the most common approaches has been to use the expected return
on plan assets that the employer uses when following the guidance in FASB
ASC 715. It is important to note that this is not the discount rate used for
purposes of applying FASB ASC 715. The discount rate and the expected return
are separate and distinct rates.
6.88 The second approach that may be used to select the discount rate
used to determine the present value of accumulated plan benefits is to select
a rate that reflects an insurance company's purchase rates as of the benefit
information date. Because this is a settlement type of rate, it may be similar
to (but not necessarily the same as) the discount rate used for the financial
statements of the plan sponsor. A discount rate selected on this basis can be
expected to change from year to year to reflect changes in the long term interest
rate markets.
6.89 It should be noted that if a plan has used one basis to select its
discount rate and then changes to a different basis, a change in accounting
principle may occur. For example, if a plan had used the funding rate prior
to PPA (a long-term return basis) and then changes to a settlement type rate
(such as the discount rate described in FASB ASC 715), it might be considered
a change in accounting principle rather than a change in estimate. FASB ASC
250, Accounting Changes and Error Corrections, provides guidance for making
this determination.
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6.90 The most significant demographic assumptions used to determine
the actuarial present value of accumulated plan benefits include mortality
rates, retirement age, form of payment, or type of benefit elections and cash
balance crediting rates, if applicable. With the increase in life expectancies, the
mortality assumption should include improvements to longevity that were not
included in earlier tables.
6.91 Certain mortality tables used by actuaries include the 1994 Group
Annuity Mortality (GAM-94), Uninsured Pensioner Mortality (UP-94), and Retired Pensioner Mortality 2000 (RP-2000) tables. The table used by the IRS for
minimum required contribution calculations is currently the RP-2000 Mortality Table with projections as specified by IRS Regulation 1.412(1)(7)-1. Historically, it had been a common practice to use the IRS table for the plan's mortality
assumption when estimating the plan's actuarial present value of accumulated
plan benefits; however, this may no longer be appropriate. During 2014, new
mortality tables were released by the Society of Actuaries (SOA) that contain
more recent trends and data. These tables are called the RP-2014 Mortality
Tables. Nongovernmental employee benefit plans should consider the specific
requirements of U.S. GAAP, which require the use of a morality assumption
that reflects the best estimate of the plan's future experience for purposes of estimating the plan's obligation as of the current measurement date (that is, the
date at which the obligation is presented in the financial statements). Therefore, plan management should consider the specific demographics of their plan
when evaluating the appropriate mortality assumptions to use. See Technical
Questions and Answers (Q&A) section 3700.01, "Effect of New Mortality Tables
on Nongovernmental Employee Benefit Plans (EBPs) and Nongovernmental
Entities That Sponsor EBPs" (AICPA, Technical Questions and Answers), for
guidance on how and when to consider updated mortality tables in financial
statements that have not yet been issued at the time the updated tables are
published, including the effect when the plan obligations are presented as of
the beginning of the plan year.
Note
In addition to the base mortality tables, the SOA has released new projection scales which are to be used in combination with a base table to project
future mortality improvement beyond data used in the base table. The new
projection scale is called the Mortality Improvement Scale (MP-2014). The
projection scale used by the IRS and commonly used for plan financial statements has been the Projection Scale AA. The recent SOA study has found
Scale AA to be inadequate in the projection of mortality improvement in recent years. Plans that adopt one of the new RP-2014 base mortality tables,
may also find it necessary to adopt the new MP-2014 projection scale at the
same time. In addition, many actuaries are using generational tables instead
of static tables. A generational projection generates a unique table for each
year of birth.
On October 8, 2015, the SOA updated the MP 2014 projection scale based on
the evaluation of two additional years of mortality improvement data which
became available from the Social Security database. The updated improvement scale is called the MP 2015 scale.
6.92 As noted previously, the benefit information may be presented in a
separate statement, combined with other information in a financial statement,
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or presented in a note to the financial statements. The information, however,
must all be located in one place and should be classified as follows, in accordance
with FASB ASC 960-20-45-3:
a. Vested benefits of participants currently receiving payments, including benefits due and payable as of the benefit information date
b. Other vested benefits
c. Nonvested benefits
6.93 If the plan is contributory, accumulated contributions of active employees including, if applicable, interest credited on those contributions, should
be disclosed. If interest is credited on the contributions, the interest rate should
also be disclosed. (See disclosures in paragraph 6.72e.)

Changes in Accumulated Plan Benefits
6.94 Information regarding the change in actuarial present value of accumulated plan benefits from the preceding benefit information date to the
current benefit information date should be presented to identify significant
factors affecting the comparability of the year-to-year accumulated benefits.
As with the accumulated benefit information, the change may be presented in
the body of the financial statements or in the notes; they may be presented
in either a reconciliation or a narrative format. In either presentation, the actuarial present value of accumulated plan benefits as of the preceding benefit
information date should be presented. FASB ASC 960-20-45-6 states that the
effects that are individually significant should be separately identified. In accordance with FASB ASC 960-20-50-3, minimum disclosures should include
the significant effects of factors, such as (a) plan amendments, (b) changes
in the nature of the plan, and (c) changes in actuarial assumptions. Changes
in actuarial assumptions are to be viewed as changes in accounting estimates
and, therefore, previously reported amounts should not be restated. FASB ASC
960-20-45-9 states that if only the minimum required disclosure is presented,
presentation in a statement format will necessitate an additional unidentified
other category to reconcile the beginning and ending amounts.
Note
If an end-of-year benefit information date is used, the present value of accumulated plan benefits will be as of the same date as the net assets available
for benefits. In this case, at a minimum, there will be two statements of net
assets available for benefits and one statement of changes in net assets available for benefits. There will be two corresponding statements (or disclosure
in the notes to the financial statements) of the present value of accumulated
plan benefits and one statement of changes in present value of accumulated
plan benefits. Examples of this are shown in exhibits E-1, E-2, E-3, and E-4
in appendix E of this guide.
If the information is as of the beginning of the year, the date of the benefit
information in the actuarial report may not match the date at which net
assets are presented. For example, for financial statements presented as of
December 31, 20X2, and December 31, 20X1, the actuarial valuation will be as
of January 1, 20X2. For the benefit information to match the statement of net
assets available for benefits, the present value of accumulated plan benefits
should be presented as of December 31, 20X1 (one day earlier). Typically, this
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will not cause a material misstatement unless there was a plan amendment
that was adopted on or after January 1, 20X2, with a January 1, 20X2 effective
date. In that case, the effect of the amendment should be removed. When
beginning-of-year benefit information is used, two statements of net assets
available for benefits and two statements of changes in net assets available for
benefits would be included. Only a single year of present value of accumulated
plan benefits is required with a reconciliation from the prior year. Examples
of this are shown in appendix E of this guide. See the table in paragraph 6.15.

Financial Statement Disclosures
6.95 The financial statements should disclose, if applicable, all of the
following:
a. In accordance with "Pending Content" in FASB ASC 960-325-50-1,
disclosure of the plan's accounting policies should include a description of the valuation techniques and inputs used to measure
the fair value of investments (as required by FASB ASC 820-10-50)
and a description of the methods and significant assumptions used
to measure the reported value of contracts with insurance entities. However, DB plans are exempt from the requirements in item
(a) in FASB ASC 820-10-50-2B to disaggregate assets by nature,
characteristics, and risks. The disclosures of information by classes
of assets required by FASB ASC 820-10-50 should be provided by
general type of plan assets consistent with FASB ASC 960-325-452 (see paragraph 6.37). In addition to the requirements in FASB
ASC 235, Notes to Financial Statements, these disclosures would
also include the following, as applicable:
i. Basis of accounting (if other than GAAP)
ii. Use of estimates
iii. Investment valuation and income recognition
iv. Payment of benefits
v. Risks and uncertainties (see paragraphs 6.110–.114)

Note
The conclusions reached in paragraph BC22 of Part II of FASB ASU No.
2015-12 discusses that although the disclosure requirement for investments
that represent 5 percent or more of net assets available for benefits is eliminated plans are still required to comply with the disclosure requirements
in FASB ASC 275, Risks and Uncertainties, and FASB ASC 825, Financial
Instruments, relating to concentration of credit risk. See the section "Risks
and Uncertainties" in this chapter.
b. "Pending Content" in FASB ASC 960-325-50-4 states that if applicable, a plan should disclose the accounting policy election to
measure investments and investment-related accounts using the
month-end that is closest to the plan's fiscal year-end in accordance
with FASB ASC 962-325-35-1B and the month-end measurement
date.
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c. Additionally, "Pending Content" in FASB ASC 960-325-50-5 states
that if a plan measures investments and investment-related accounts in accordance with FASB ASC 960-325-35-4 and contributions, distributions, or significant events (such as a plan amendment, a merger, or a termination) occur between the month-end
date used to measure investments and investment-related accounts
and the plan's fiscal year-end, the plan should disclose the amounts
of those contributions, distributions, or significant events.
d. In accordance with paragraphs 8–9 of FASB ASC 960-20-50, the
disclosures should include a description of the method and significant assumptions used to determine the actuarial present value of
accumulated plan benefits (such as assumed rates of return, inflation rates, and retirement ages), including any significant changes
in the method or assumptions during the year.
6.96 In accordance with FASB ASC 960-205-50-1 (unless otherwise noted),
DB plans should also disclose the following:
a. A brief general description of the plan agreement, including, but not
limited to, its vesting and benefit provisions. If a plan agreement,
or a description thereof, providing this information is otherwise
published and made available, this description may be omitted
provided that reference to such other source is made.
b. A description of significant plan amendments adopted during the
year ending on the latest benefit information date. If significant
amendments were adopted between the latest benefit information
date and the plan's year-end, it should be indicated that the actuarial present value of accumulated plan benefits does not reflect
those amendments.
c. A brief general description of the priority order of participants'
claims to the assets of the plan upon plan termination and benefits
guaranteed by the PBGC, including a discussion of the application
of its guaranty to any recent plan amendment. See item (c) in FASB
ASC 960-205-50-1 for further guidance related to this disclosure.
d. The funding policy and any changes in such policy during the
plan year. For a contributory plan, the disclosure should state the
method of determining participants' contributions. Plans subject
to ERISA should disclose whether the minimum funding requirements of ERISA have been met. If a minimum funding waiver has
been granted by the IRS or if a request for a waiver is pending
before the IRS, that fact should be disclosed.
e. If the plan is contributory, FASB ASC 960-20-50-2 requires the
present employees' accumulated contributions as of the benefit information date (including interest, if any) to be disclosed. If interest
has been credited on employees' contributions, the rate(s) should
also be disclosed.
f. If significant costs of plan administration are being absorbed by
the employer(s), that fact should be disclosed.
g. The policy regarding the purchase of contracts with insurance entities that are excluded from plan assets and the plan's dividend
income for the period, if any, related to the excluded contracts.
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Note
Once an allocated contract is purchased, the subsequent benefit payments to
participants would not be considered plan activity.
h. The federal income tax status of the plan if a favorable letter of
determination has not been obtained or maintained. Note that reports filed in accordance with the requirements of ERISA must
include disclosure of "information concerning whether or not a tax
ruling or determination letter has been obtained," which is more
than is required by FASB ASC 960.
Note
A plan's tax exempt status is a position that may be subject to uncertainty.
The sections of FASB ASC 740, Income Taxes, relating to accounting for
uncertain tax positions are applicable to all entities.
i. 401(h) disclosures, in accordance with paragraphs 4–5 of FASB
ASC 960-205-50, if applicable, as discussed in paragraphs 6.48–
.55.
j. In accordance with FASB ASC 850, Related Party Disclosures, material related party transactions, for example employer stock or
transfers between related plans. For plan expenses, see item (p)
that follows and paragraphs 6.76–.78.
k. Significant real estate or other transactions in which the plan and
the sponsor, employer(s), employee organization(s), or a combination of these are jointly involved.
l. In accordance with FASB ASC 855, Subsequent Events, significant
subsequent events that may affect the usefulness of the financial
statements.
m. Unusual or infrequent events or transactions occurring after the
latest benefit information date but before the financial statements
are issued, or available to be issued, that might significantly affect
the usefulness of the financial statements in an assessment of the
plan's present and future ability to pay benefits. For example, a
plan amendment adopted after the latest benefit information date
that significantly increases future benefits that are attributable to
employees' service rendered before that date should be disclosed. If
reasonably determinable, the effects of such events or transactions
should be disclosed. If such effects are not quantified, the reasons
that they are not reasonably determinable should be disclosed. This
guidance does not contemplate disclosure of normal changes after
the benefit information date, such as benefits attributable to service
rendered after that date.
n. Commitments and contingencies in accordance with FASB ASC
440, Commitments, and FASB ASC 450 (for example, future capital
commitments for investments).
o. Amounts paid to affiliates or related parties (such as advisory fees,
administration fees, brokerage commissions, and sales charges)
should be disclosed in accordance with FASB ASC 850. FASB ASC

AAG-EBP 6.96

©2016, AICPA

Defined Benefit Pension Plans

315

850 requires disclosures of material related party transactions,
other than compensation arrangements, expense allowances, and
other similar items in the ordinary course of business. Significant
provisions of related party agreements, including the basis for determining management, advisory, administration, and also other
amounts paid to affiliates or related parties, should be described in
a note to the financial statements.
p. As required by ERISA, an explanation of the differences, if any,
between the information contained in the financial statements and
the amounts reported on Form 5500, Schedule H.
q. Other disclosures elsewhere in this guide (for example, see the
sections "Master Trusts" and "Fair Value Disclosures" in chapter 8
of this guide).
Note: This list is not intended to modify the disclosure requirements of FASB
ASC 960, but rather to serve as a reference to the major requirements. This list
does not include information required by ERISA to be disclosed in the schedules
filed as part of a plan's annual report. In this connection, it is important to note
that disclosure of this information only on the face of the financial statements
or in the notes to the financial statements, or both, but not in the schedules, is
not acceptable under ERISA reporting standards.
6.97 FinREC recommends that the terms of expense offset arrangements
with third parties, whereby expenses are netted against income, be disclosed
in the notes to the financial statements, if significant. Expense offset arrangements generally consist of fees being paid to a third-party service provider
(for example, recordkeeper) directly through the use of investment fee rebates
made available by the plan's separate third-party investment manager.
6.98 ERISA Section 2520.103-1(b)(3) requires the notes to the financial
statements to include certain disclosures. See paragraph A.52 of appendix A of
this guide for a listing of those disclosures.

Fair Value Measurements
6.99 See chapter 8 of this guide for required disclosures related to fair
value measurements in accordance with FASB ASC 820, Fair Value Measurement, including the fair value measurement of investments in certain entities
that calculate net asset value per share.

Derivatives and Hedging
6.100 FASB ASC 815, Derivatives and Hedging, addresses accounting and
reporting for derivative instruments, including certain derivative instruments
embedded in other contracts (collectively referred to as derivatives), and for
hedging activities. It requires that an entity recognize all derivatives as either
assets or liabilities in the statement of financial position and measure those
instruments at fair value. FASB ASC 815 applies to certain contracts that meet
the definition of derivative instrument, as defined in FASB ASC 815-10-15-83.
See FASB ASC 815-10-15-13 for further information on certain contracts that
are not subject to the requirements of FASB ASC 815. Also, see chapter 8 of this
guide for more information regarding accounting and reporting for derivatives.
6.101 FASB ASC 815-10-50 requires enhanced disclosures about derivative instruments and hedging activities, which include (a) how and why an

©2016, AICPA

AAG-EBP 6.101

316

Employee Benefit Plans

entity uses derivative instruments; (b) how derivative instruments and related
hedged items are accounted for under FASB ASC 815; and (c) how derivative
instruments and related hedging items affect an entity's financial position, financial performance, and cash flows. Additionally, the following disclosures
are required: qualitative disclosures about objectives and strategies for using
derivatives; quantitative disclosures about fair value amounts of, and gains
and losses on, derivative instruments; and disclosures about credit risk related
contingent features in derivative agreements. These further disclosures are
intended to improve the transparency of financial reporting.

Offsetting of Derivatives, Repurchase Agreements, and Securities
Lending Transactions
6.102 FASB ASC 210-20-50 enhances disclosures about certain financial
instruments and derivative instruments that are either offset in accordance
with GAAP or are subject to an enforceable master netting arrangement or
similar agreement. Accordingly, there may be additional disclosure requirements for plans that participate in securities lending or derivative and hedging
activities. The scope of the disclosure requirements in paragraphs 2–5 of FASB
ASC 210-20-50 is limited to recognized derivative instruments accounted for in
accordance with FASB ASC 815, including bifurcated embedded derivatives,
repurchase agreements, and reverse repurchase agreements, and securities
borrowing and securities lending transactions that are either offset in accordance with FASB ASC 210-20-45 or FASB ASC 815-10-45 or subject to an
enforceable master netting arrangement or similar agreement.
6.103 In accordance with paragraphs 2–3 of FASB ASC 210-20-50, an
entity should disclose information to enable users of its financial statements to
evaluate the effect or potential effect of netting arrangements on its financial
position for recognized assets and liabilities within the scope of FASB ASC
210-20-50-1. This includes the effect or potential effect of rights of setoff associated with an entity's recognized assets and recognized liabilities. To meet the
objective in FASB ASC 210-20-50-2, a plan should disclose at the end of the
reporting period the following quantitative information separately for assets
and liabilities that are within the scope of FASB 210-20-50-1:
a. The gross amounts of those recognized assets and those recognized
liabilities.
b. The amounts offset to determine the net amounts presented in the
statement of financial position.
c. The net amounts presented in the statement of financial position.
d. The amount subject to an enforceable master netting arrangement
or similar agreement not otherwise included in the disclosure required by item (b) including
i. the amounts related to recognized financial instruments
and other derivative instruments that either (1) management makes an accounting policy election not to offset, or
(2) do not meet some or all of the guidance in either FASB
ASC 210-20-45 or FASB ASC 815-10-45.
ii. the amount related to financial collateral (including cash
collateral).
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e. The net amount after deducting the amount in item (d) from the
amounts in item (c).
6.104 As stated in paragraphs 4–5 of FASB ASC 210-20-50, the information required by the preceding paragraph should be presented in a tabular
format, separately for assets and liabilities, unless another format is more
appropriate. An entity should provide a description of the rights of setoff
associated with an entity's recognized assets and recognized liabilities subject
to an enforceable master netting arrangement or similar agreement disclosed
in accordance with FASB ASC 210-20-50-3(d), including the nature of those
rights.
6.105 See the implementation guidance and examples that address the
application of the disclosures for derivative instruments and other financial
instruments in paragraphs 1–22 of FASB ASC 210-20-55.

Master Trusts
6.106 As indicated in FASB ASC 960-30-45-11, investments in master
trusts are presented in a single line item in the statement of net assets available
for benefits. In addition, "Pending Content" in paragraphs 1–2 of FASB ASC
960-30-50 state that in the notes to the financial statements, the investments
of a master trust measured using fair value should be detailed by general
type, such as government securities, short-term securities, corporate bonds,
common stocks, mortgages, and real estate, as of the date of each statement
of net assets available for benefits presented. The net change in the fair value
of investments of the master trust and total investment income of the master
trust by type, including, interest and dividends, should also be disclosed in the
notes for each period for which a statement of changes in net assets available
for benefits is presented. As stated in FASB ASC 960-30-50-3, the notes to
the financial statements should also include a description of the basis used to
allocate net assets, net investment income, gains and losses to participating
plans, and the plan's percentage interest in the master trust as of the date of
each statement of net assets available for benefits presented. See chapter 8 of
this guide for further guidance on accounting and reporting investments held
in master trusts.
6.107 Q&A section 6931.11, "Fair Value Measurement Disclosures for
Master Trusts" (AICPA, Technical Questions and Answers), provides guidance
on the required fair value measurement disclosures to be made when a plan
holds investments in a master trust. This question and answer assists with
the implementation of FASB ASC 820 for employee benefit plans that have
investments in a master trust. This guidance states that the disclosure requirements of FASB ASC 820 are required for individual investments under
a master trust arrangement, and are not required for plan's total interest in
the master trust. According to FASB ASC 820 for assets that are measured
at fair value on a recurring basis in periods subsequent to initial recognition,
the reporting entity should disclose information that enables users of its financial statements to assess the valuation techniques and inputs used to develop
those measurements, and for recurring fair value measurements using significant unobservable inputs (level 3), the effect of the measurement on earnings
(or changes in net assets) for the period. In addition, consideration should be
given to combining or reconciling, or both, the master trust FASB ASC 820
disclosures with the master trust disclosures as required by paragraphs 1–3 of
FASB ASC 960-30-50.
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Financial Instruments
6.108 FASB ASC 825-10-50-10 requires reporting entities, except for those
covered by an exemption8 for which the disclosure is optional, to disclose (a)
either in the body of the financial statements or in the accompanying notes, the
fair value of financial instruments for which it is practicable to estimate fair
value;9 (b) the method(s) and significant assumptions used to estimate the fair
value of financial instruments consistent with the requirements of "Pending
Content" in item (bbb) in FASB ASC 820-10-50-210 except that a reporting
entity is not required to provide the quantitative disclosures about significant
unobservable inputs used in fair value measurements categorized within level
3 of the fair value hierarchy required by that paragraph; (c) a description of the
changes in the method(s) and significant assumptions used to estimate the fair
value of financial instruments, if any during the period; and (d) the level of the
fair value hierarchy within which the fair value measurements are categorized
in their entirety (level 1, 2, or 3). For financial instruments recognized at
fair value in the statement of financial position, the disclosure requirements
of FASB ASC 820 also apply. According to FASB ASC 825-10-50-8, financial
instruments of a pension plan other than (a) employers' and plans' obligations
for pension benefits, other postretirement benefits, including health care and
life insurance benefits, postemployment benefits, employee stock option and
stock purchase plans, and other forms of deferred compensation agreements;
and (b) insurance contracts, other than financial guarantees and investment
contracts, are included in the scope of FASB ASC 825 and are subject to its
disclosure requirements. In addition, the disclosure requirements of FASB ASC
820 may also apply.
6.109 FASB ASC 825-10-50-20 requires disclosure of all significant concentrations of credit risk arising from all financial instruments. In accordance
with FASB ASC 825-10-50-21, the following information should be disclosed
about each significant concentration:

r

Information about the (shared) activity, region, or economic characteristic that identifies the concentration

8
According to "Pending Content" in FASB Accounting Standards Codification (ASC) 825-10-503, for annual reporting periods, the disclosure guidance related to fair value of financial instruments
in paragraphs 10–19 of FASB ASC 825-10-50 applies to all entities but is optional for a plan that
meets all of the following criteria:

a.

The plan is a nonpublic entity.

b.

The plan's total assets are less than $100 million on the date of the financial statements.

c.

The plan has no instrument that, in whole or in part, is accounted for as a derivative
instrument under FASB ASC 815, Derivatives and Hedging, other than commitments
related to the origination of mortgage loans to be held for sale during the reporting
period. For purposes of this disclosure guidance, a receive-variable, pay-fixed interest
rate swap for which the simplified hedge accounting approach (see FASB ASC 815-20)
is applied should not be considered an instrument that is accounted for as a derivative
instrument under FASB ASC 815.

9
In accordance with FASB ASC 825-10-50-11, fair value disclosed in the notes should be presented together with the related carrying amount in a form that makes it clear whether the fair value
and carrying amount represent assets or liabilities and how the carrying amounts relate to what is
reported in the statement of net assets available for benefits.
10
"Pending Content" in item (bbb) in FASB ASC 820-10-50-2 contains required disclosures for
fair value measurements categorized within level 2 and level 3 of the fair value hierarchy. See the
specific FASB ASC section for further details.
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The maximum amount of loss due to credit risk that, based on
the gross fair value of the financial instrument, the entity would
incur if parties to the financial instruments that make up the
concentration failed completely to perform according to the terms
of the contracts and the collateral or other security, if any, for the
amount due proved to be of no value to the entity
The entity's policy of requiring collateral or other security to
support financial instruments subject to credit risk, information
about the entity's access to that collateral or other security, and
the nature and a brief description of the collateral or other security
supporting those financial instruments
The entity's policy of entering into master netting arrangements
to mitigate the credit risk of financial instruments, information
about the arrangements for which the entity is a party, and a
brief description of the terms of those arrangements, including the
extent to which they would reduce the entity's maximum amount
of loss due to credit risk

Risks and Uncertainties
Note
The conclusions reached in paragraph BC22 of Part II of FASB ASU No. 201512 discusses that although the disclosure requirement for investments that
represent 5 percent or more of net assets available for benefits is eliminated
plans are still required to comply with the disclosure requirements in FASB
ASC 275 and FASB ASC 825 relating to concentration of credit risk.
6.110 "Pending Content" in FASB ASC 275-10-50-1 requires plans to
make disclosures in their financial statements about the risks and uncertainties existing as of the date of those financial statements in the following areas:
(a) the nature of their operations, (b) the use of estimates in the preparation of
financial statements, (c) certain significant estimates, and (d) current vulnerability due to certain concentrations.
6.111 In accordance with FASB ASC 275-10-50-8, certain significant estimates should be made when known information available before the financial
statements are issued or are available to be issued (as discussed in FASB ASC
855-10-25) indicates that both (a) it is at least reasonably possible that the
estimate of the effect on the financial statements of a condition, situation, or
set of circumstances that existed at the date of the financial statements will
change in the near term due to one or more future confirming events and (b)
the effect of the change would be material to the financial statements.
6.112 For example, the present value of accumulated plan benefits could
be subject to a material change when

r

employees covered by the plan work in an industry that experienced a significant economic downturn in the previous year, and it
is reasonably possible that in the subsequent period, a significant
number of employees will retire early without a monetary incentive to do so in order to avoid being laid-off with nominal benefits.
This could significantly increase the present value of accumulated
plan benefits and possibly cause the plan to be underfunded.
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employees covered by the plan are party to a collective bargaining
agreement, which was up for renegotiation at year-end, and it
is reasonably possible that management's offer to significantly
increase pension benefits in lieu of granting the union's request
for a significant increase in cash compensation will be accepted
within the next year. This could significantly increase the present
value of accumulated plan benefits.
prior to year-end, the employer announced a planned downsizing
but had not decided on the number of employees to be terminated,
and it is reasonably possible that when the decision is made during
the next year, it will result in employees receiving pension benefits
earlier than expected and in an amount greater than originally
projected.
it is reasonably possible that there will be a significant decline
in the fair value of investments (that is, financial instruments)
during the next year and such change would affect the longer
term expected returns. In that case, it might be appropriate to
change the assumed rates of return used to discount the benefit
obligation which could significantly affect the present value of
accumulated plan benefits.

6.113 Many plan's participants may be concentrated in a specific industry
that carries with it certain risks. Plans may also hold investments and other
assets (other than financial instruments for which concentrations are covered
by FASB ASC 825, as amended, rather than FASB ASC 275) that are concentrated in a single industry or in a single geographic area. In accordance
with FASB ASC 275-10-50-16, vulnerability from concentrations arises when
a plan is exposed to risk of loss greater than it would have had it mitigated
its risk through diversification. Concentrations should be disclosed if based on
information known to management before the financial statements are issued
or are available to be issued and (a) the concentration exists at the date of
the financial statements, (b) the concentration makes the plan vulnerable to
the risk of a near-term severe impact, and (c) it is at least reasonably possible that the events that could cause the severe impact will occur in the near
term.
6.114 Because the disclosure requirements of FASB ASC 275 in many
circumstances are similar to or overlap the disclosure requirements in certain
other FASB ASC topics (for example, FASB ASC 450), in accordance with
"Pending Content" in FASB ASC 275-10-50-1, the disclosures required by FASB
ASC 275 may be combined in various ways, grouped together, or placed in
diverse parts of the financial statements, or included as part of the disclosures
made pursuant to the requirements of other FASB ASC topics.

Plan Mergers and Spin-Offs (Auditing Ref: par.
6.189–.192)
6.115 Company mergers and acquisitions, or other events, may result in
employee benefit plan mergers or spin-offs. Merger and spin-off documentation
and plan documents should be reviewed to determine the effective merger date
and the appropriate timing of the transfer of the benefit obligations, in addition
to any applicable assets, to the successor plan. FinREC recommends that the

AAG-EBP 6.113

©2016, AICPA

321

Defined Benefit Pension Plans

net assets transferred be recorded as a transfer in or out, as applicable, on the
statement of changes in net assets, below the net increase or decrease for the
period prior to plan transfer.
6.116 Additionally, the plan sponsor of the predecessor plan should consider the need for determining obligations as of the merger date, with the statement of changes in benefit obligations reflecting the transfer of such amounts
to the successor plan. Further spin-off considerations include determination
of the amount of assets that would also be transferred to the successor plan
in addition to the identified benefit obligations. How such amounts are to be
calculated may be included in the spin-off agreement.

Terminating Plans (Full or Partial) and Frozen Plans
(Auditing Ref: par. 6.193–.196)
Terminating Plans
6.117 FASB ASC 960-40 provides guidance for terminating plans that are
DB plans. According to the FASB ASC glossary, terminating plans include any
plan about which a decision to terminate has been made, regardless of whether
the terminated plan will be replaced.
6.118 Upon full or partial termination of a plan, affected participants
become fully vested in accrued benefits at the termination date. A partial termination can occur if approximately 20 percent or more of plan participants
are terminated by the plan sponsor as a result of an action, such as a plant
closure, a decision to downsize, or the termination of a product line. The reduction can accumulate over one or more plan years and still be classified as
a partial termination. Judgment is needed to determine whether a partial termination has occurred. The plan sponsor may need to consult with the IRS or
qualified legal counsel if questions arise regarding the occurrence of a partial
plan termination. Consideration also may be given to determine that terminated participants received their fully vested benefits and that there were no
forfeited amounts.
6.119 According to FASB ASC 960-40-50-1, when the decision to terminate a plan has been made, or when a wasting trust exists (that is, a plan under
which participants no longer accrue benefits but that will remain in existence
as long as necessary to pay already accrued benefits), the relevant circumstances should be disclosed in all subsequent financial statements issued by the
plan.
6.120 According to "Pending Content" in paragraphs 1–2 of FASB ASC
960-40-25, if the liquidation of a plan is deemed to be imminent (as defined
in FASB ASC 205-30-25-2) before the end of the plan year, the plan's yearend financial statements should be prepared using the liquidation basis of
accounting in accordance with FASB ASC 205-30. Plan financial statements
for periods ending after the determination that liquidation is imminent are
prepared using the liquidation basis of accounting.
6.121 According to "Pending Content" in FASB ASC 960-40-35-2, for terminating plan assets, accumulated plan benefits should be determined using
the liquidation basis of accounting (see FASB ASC 205-30), and their value
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may differ from the actuarial present value of accumulated plan benefits reported for an ongoing plan. In general, upon termination, all benefits should
be reported as vested.
6.122 Determining whether liquidation is imminent is a matter of judgment, based on facts and circumstances. In accordance with FASB ASC 20530-25-2, liquidation is imminent when either of the following occurs:
a. A plan for liquidation has been approved by the persons with authority to make such a plan effective, and the likelihood is remote
that any of the following will occur:
1. Execution of the plan will be blocked by other parties
2. The entity will return from liquidation
b. A plan for liquidation is imposed by other forces (for example, involuntary bankruptcy), and the likelihood is remote that the entity
will return from liquidation.
6.123 For a single-employer DB plan, this means that the likelihood would
need to be remote that other parties, such as the PBGC or the IRS, would block
the liquidation. Such evaluation often depends on whether the termination is a
standard termination, or a distressed or involuntary termination. The approval
for the termination of a DB plan is different and often more complex than that
of a DC plan. For all types of plans, consultation with legal counsel, plan
actuaries (if applicable), and service organizations (for example, trustees or
recordkeepers) may be necessary in order to make a judgment about whether
the likelihood is remote that other parties would block the termination of a
plan. This evaluation may change over time, depending upon the stage of the
termination process.
6.124 FASB ASC 205-30 requires financial statements prepared using
the liquidation basis of accounting to present relevant information about an
entity's expected resources in liquidation by measuring and presenting assets
at the amount of the expected cash proceeds from liquidation. The entity should
include in its presentation of assets any items it had not previously recognized
under U.S. GAAP, but that it expects to either sell in liquidation or use in
settling liabilities.
6.125 In accordance with FASB ASC 205-30, the entity should recognize
and measure its liabilities in accordance with GAAP that otherwise applies to
those liabilities. The entity should not anticipate that it will be legally released
from being the primary obligor under those liabilities, either judicially or by
creditor(s). The entity also is required to accrue and separately present the
costs that it expects to incur and the income that it expects to earn during the
expected duration of the liquidation, including any costs associated with sale
or settlement of those assets and liabilities.11 Additionally, FASB ASC 20530-25 requires disclosure about an entity's plan for liquidation, the methods
and significant assumptions used to measure assets and liabilities, the type
and amount of costs and income accrued, and the expected duration of the
liquidation process.

11
Refer to FASB ASC 205-30-30 for additional information regarding liquidation basis of
accounting.
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Note
FASB ASC 205-30 is effective for entities that determine liquidation is imminent during annual reporting periods beginning on or after December 15,
2013, and interim reporting periods therein. Entities should apply the requirements prospectively from the day that liquidation becomes imminent.
Early adoption is permitted. However, plans that are already using the liquidation basis of accounting as of the effective date are not required to apply the
guidance in FASB ASC 205-30. Instead, those plans should continue to apply
the guidance in FASB ASC 962-40-25 until they have completed liquidation.
The AICPA Employee Benefit Plans Expert Panel developed Q&A sections
6931.18–.30 of section 6000, Specialized Industry Problems (AICPA, Technical Questions and Answers), to provide nonauthoritative guidance when
applying FASB ASC 205-30 to the accounting for primarily single employer
DB and DC plans. Although the information contained in these Q&As may
be specific to a single-employer DB or DC plan, the information may be relevant when considering the termination of all types of plans including single
employer health and welfare plans and multiemployer plans.
These Q&As discuss the different types of plan terminations and the related
processes which may be helpful when determining whether liquidation is imminent, and address numerous issues, such as whether the liquidation basis
of accounting applies to partial plan terminations or plan mergers, the use of
a beginning-of-year benefit information date, the presentation of the actuarial present value of accumulated plan benefits, including illustrative financial
statements, and the presentation of comparative financial statements.
See Q&A section 6931, "Financial Statement Reporting and Disclosure—
Employee Benefit Plans." Readers are encouraged to read these Q&As as a
collective set of guidance.

Frozen Plans
6.126 A DB plan may be frozen by the plan sponsor in several ways. The
plan may be amended to
a. no longer allow new participants to enter the plan while those
participants already in the plan continue to accrue benefits or to
stop benefit accruals for all active participants, but allow benefits
to increase with the growth in participants' wages ("soft freeze" ).
b. to stop benefit accruals for some participants, but not all participants based on age, tenure, job classification, or plant location
("partial freeze")
c. to cease benefit accruals for all active participants and all participants cease earning benefits ("hard freeze")
6.127 Any of these amendments serve to "freeze" a plan. The plan will
stay in existence as long as necessary to pay already accrued benefits. Once a
plan has been frozen regarding participation or benefit accrual, complete and
prominent disclosure of the relevant circumstances is essential in all subsequent financial statements issued by the plan.
6.128 In accordance with FASB ASC glossary, liquidation is defined as the
process by which an entity converts its assets to cash or other assets and settles
its obligations with creditors in anticipation of the entity ceasing all activities.
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Upon cessation of the entity's activities, any remaining cash or other assets
are distributed to the entity's investors or other claimants (albeit sometimes
indirectly). Liquidation may be compulsory or voluntary. Freezing a plan in
and of itself is not generally an event that would trigger the liquidation basis
of accounting. FASB ASC 205-30 and paragraphs 6.122–.125 will be helpful in
assessing when the liquidation basis of accounting applies.

Going Concern (Auditing Ref: par. 2.129–.132)
6.129 In August 2014, FASB issued ASU No. 2014-15, Presentation of
Financial Statements—Going Concern (Subtopic 205-40): Disclosure of Uncertainties about an Entity's Ability to Continue as a Going Concern. This ASU
requires management to evaluate whether there are conditions or events, considered in the aggregate, that raise substantial doubt about an entity's ability to continue as a going concern within one year after the date that the
financial statements are issued or available to be issued, and to provide for
related disclosures in the notes to the financial statements. The amendments
to this ASU are effective for the annual period ending after December 15, 2016
and for annual and interim periods thereafter. Early application is permitted.
This guidance applies to all entities. If early adopting, see the guidance in
section H.01 in appendix H, "Guidance Updates," of this guide.
Note
In January 2015, the AICPA Auditing Standards Board issued four auditing
interpretations to address some of the effects of the accounting standards on
going concern. If FASB ASU No. 2014-15 is early adopted, these auditing interpretations to AU-C section 570, The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern (AICPA, Professional Standards),
address the following topics:

r
r
r
r

The definition of "substantial doubt" about an entity's ability to continue as a going concern
The definition of "reasonable period of time"
Interim financial information
Consideration of financial statement effects

See questions 1–4 in AU-C section 9570 and aicpa.org to view these interpretations. (www.aicpa.org/Research/Standards/AuditAttest/Pages/RecentA
AInterpretations.aspx.)

Changes in Service Providers (Auditing Ref: 6.197–.199)
6.130 Changes in service providers (recordkeeepers, trustees, custodians,
actuaries, and auditors) are fairly common for employee benefit plans. The
Form 5500 requires disclosure for any change in actuaries or independent
auditors on Schedule C, Part III—"Termination Information on Accountants
and Enrolled Actuaries."

Auditing Considerations for DB Plans
6.131 This section of the chapter discusses determining the audit strategy and describes relevant assertions when auditing a DB plan. It includes
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examples of the more common identified risks of what can go wrong at the
relevant assertion level and example audit procedures. This section does not
include all risks and procedures that could apply or be relevant to such audits when performing the audit in accordance with generally accepted auditing
standards (GAAS); however, it does focus on specific considerations for DB plan
audits. The example audit procedures are not considered required procedures
nor are they considered to be all-inclusive.
6.132 Paragraph .04 of AU-C section 500, Audit Evidence (AICPA, Professional Standards), states that the objective of the auditor is to design and
perform audit procedures that enable the auditor to obtain sufficient appropriate audit evidence to be able to draw reasonable conclusions on which to
base the auditor's opinion. In accordance with paragraphs .06–.07 of AU-C section 500, when designing and performing audit procedures, the auditor should
consider the relevance and reliability of the information to be used as audit
evidence and that the procedures are appropriate for each audit.
6.133 Paragraph .30 of AU-C section 330, Performing Audit Procedures
in Response to Assessed Risks and Evaluating the Audit Evidence Obtained
(AICPA, Professional Standards), states that the auditor should include in audit documentation the (a) overall responses to address the assessed risks of
material misstatement at the financial statement level and the nature, timing,
and extent of the further audit procedures performed; (b) linkage of those procedures with the assessed risks at the relevant assertion level; and (c) results
of the audit procedures, including the conclusions when such conclusions are
not otherwise clear.
6.134 With respect to certain risks, the auditor may determine that it is
not possible or practicable to obtain sufficient appropriate audit evidence only
from substantive audit procedures without also considering the effectiveness
of controls. Such risks may relate to the inaccurate or incomplete recording of
routine and material classes of transactions or account balances, the characteristics of which often permit highly automated processing with little or no
manual intervention. The plan's controls over such risks are likely relevant to
the audit.

Determining Audit Strategy
6.135 Determining the audit strategy requires the auditor to understand
what activities are performed by the various parties discussed in paragraph
6.05. Example activities include investing and holding plan assets, processing contributions, benefit payments and expenses, execution of transactions,
maintaining records, and determining benefit payments and obligations. It is
important for the auditor to understand the key elements of the plan document
related to eligibility, contributions, vesting, benefit payments, benefit obligations, and plan expenses.
6.136 Once the auditor understands who is responsible for which activities, an understanding of the controls relevant to the audit and risks surrounding those activities is necessary to determine the nature, timing, and extent
of substantive testing. (See chapter 4, "Internal Control," of this guide.) When
activities are performed by the plan sponsor, controls may be in place that can
be tested at the plan sponsor to help reduce the extent of substantive testing.
Often, the controls in place at the plan sponsor specific to the DB plan are
minimal and cannot be tested to the level of precision to warrant reliance, thus
requiring that a substantive approach be taken for testing those activities.
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6.137 For certain plans, the controls at the plan sponsor (for example,
payroll activities as discussed in paragraphs 2.48–.52 of this guide) may be
more rigorous, making a controls-based approach more efficient, resulting in
a lower level of assurance needed from substantive testing. For those activities performed by a service organization, such as the trustee or other asset
custodian, often, a type 2 SOC 1 report is available that includes a description
of the controls and relevant testing. If the plan sponsor has the appropriate
user control and other controls in place, the auditor may use the type 2 SOC 1
report to reduce, but not eliminate, the amount of substantive testing in those
areas. However, such reports cover different activities and need to be read and
evaluated. See paragraphs 4.24–.28 of this guide for an in-depth discussion on
the use of type 2 SOC 1 reports in an employee benefit plan audit.
6.138 Unless controls are in place to be tested at the plan sponsor, a
typical audit strategy for a DB plan may include more extensive substantive
testing for those activities performed by the plan sponsor and less extensive
substantive testing for those activities performed by the trustee, asset custodian, recordkeeper, or payroll processor, assuming an appropriate type 2 SOC
1 report is available and appropriate procedures have been performed. See
chapter 4 of this guide for discussion of the use of SOC 1 reports.

Cash Balances (Accounting Ref: par. 6.16–.20)
Relevant Assertions
6.139 The relevant assertions for cash balances include the following:
a. All cash balances are recorded and exist.
b. Cash balances are owned by the plan and free of any restrictions.
c. Cash balances are properly presented and disclosed in the financial statements (for example, presented as an investment or
noninterest-bearing cash).

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
6.140 Certain cash accounts, such as cash clearing accounts, suspense
accounts, or cash disbursement accounts, may be omitted from the financial
statements because these accounts may or may not be included in the trust
statements. When cash balances are included, cash transactions or balances in
bank statements may not reconcile to the plan's financial statements, or ending
cash balances from the prior year may not agree to beginning cash balances in
the current year.
6.141 Plans may have significant amounts of cash held by the trustee or
custodian outside of the plan due to uncashed checks. This cash may not be
properly accounted for in the plan's financial statements.

Example Audit Procedures to Consider
6.142 Cash balances represent cash on hand, in transit, or held by third
parties. For material cash balances held by the plan, substantive audit procedures, such as those customarily performed in audits of other entities, are
normally appropriate.
6.143 Inquire of plan management about any omitted balances that may
be held by the plan sponsor, trustee, or custodian.
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Note: Limited-Scope Audits
For limited-scope audits, cash balances are generally certified by the trustee
or other qualified organization. If cash is not certified, then full-scope audit procedures may apply, such as confirmation, reconciliation, and cut-off
procedures.

Investments and Related Income (Accounting Ref: par. 6.21–.55)
Relevant Assertions
6.144 The relevant assertions for investments and investment income
include existence, completeness, rights and obligations, and valuation and allocation. Detailed descriptions of these assertions can be found in chapter 8 of
this guide.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
6.145 Examples of identified risks of what can go wrong at the relevant
assertion level relating to investments and investment income can be found in
chapter 8 of this guide. The following are examples of identified risks of what
can go wrong at the relevant assertion level relating to unique investments in
DB plans:
a. Insurance contracts or investment contracts are not properly
recorded at fair value as of the reporting date due to the use of
inappropriate valuation methodologies, mathematical errors in the
application of the methodology, or inaccurate inputs.
b. Investment details and presentation for assets held in 401(h) accounts are not properly accounted for or disclosed in accordance
with the applicable financial reporting framework.
c. Unallocated investment contracts with insurance companies are
not properly included in plan assets based upon contract terms.
d. Allocated investment contracts with insurance companies are not
properly excluded from plan assets based upon contract terms.

Example Full-Scope Audit Procedures to Consider
6.146 General audit procedures for investments when performing a fullscope audit can be found in chapter 8 of this guide. See paragraphs 8.166–
.173 of this guide for limited-scope audit procedures. The following paragraphs
contain example substantive audit procedures for auditing investments that
are unique to DB plans.

Investment and Insurance Contracts (Accounting Ref: par. 6.26–.31)
6.147 See paragraphs 8.141–.145 of this guide for auditing guidance on
investment or insurance contracts with insurance companies. In addition, paragraph .19 of AU-C section 540, Auditing Accounting Estimates, Including Fair
Value Accounting Estimates, and Related Disclosures (AICPA, Professional
Standards), states that the auditor should obtain sufficient appropriate audit
evidence about whether the disclosures in the financial statements related to
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accounting estimates are in accordance with the requirements of the applicable
financial reporting framework.
Note: Applicable Financial Reporting Framework
See paragraphs 2.03–.04 of this guide for a discussion on applicable financial
reporting frameworks for employee benefit plans.
6.148 Many DB plans invest in a variety of investment or insurance contracts. The following are examples of substantive audit procedures that may
be applied to such contracts:
a. Obtaining management's analysis about whether the contracts are
investment contracts or insurance contracts and agreeing this analysis to supporting documentation as applicable
b. Obtaining and reading the contract between the issuer and plan to
verify management's analysis of the proper accounting treatment
in accordance with paragraphs 1 and 3 of FASB ASC 960-325-35,
if applicable
Note
As part of the auditor's risk assessment, the auditor should have gained an
understanding of the terms of the contract, for example including whether
the contract is evergreen or has a maturity date, how often interest crediting
rates are reset, whether there are any market value adjustments or penalties
for early termination, and whether there are any restrictions for the use
of assets. See chapter 3, "Audit Risk Assessment," of this guide for further
discussion on audit risk assessment.
c. Confirming the following directly with the issuer, as applicable:
i. Contributions or premium payments made to the fund or
account during the year
ii. Interest, dividends, refunds, credits, and changes in value
and whether such amounts have been charged or credited
during the year on an estimated or actual basis
iii. The value of the funds in the general account or separate
account at the plan's year-end and the basis for determining such value
iv. The amount of issuer's fees and other expenses incurred
during the year
v. For insurance contracts with unallocated funds, the annuity purchases or benefits paid from unallocated plan assets
during the year
vi. Transfers between various funds and accounts
d. Determining that the contract issuer is a financially responsible
party that should be able to satisfy the terms of the contract. To
accomplish this the auditor may
i. inquire of plan management how and why the contract
issuer was selected.
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ii. examine financial statements of the contract issuer to assess its solvency and financial stability.
iii. if the contract issuer is an insurance company, obtain and
read the most recent credit rating report from a credit
rating agency for the insurance company. (A credit rating
for an issuer takes into consideration the issuer's creditworthiness and affects the interest rate applied to the
particular security being issued.)
e. Evaluating whether the characteristics of the contract that restrict
the use of assets require disclosure in the financial statements
of the plan. For example, if the plan has indicated an intention
to dispose of or terminate the contract, or the contract contains
a termination clause (for example, a market value determination
adjustment), performing sufficient procedures either with plan representatives or the insurance entity to satisfy the audit assertions
with respect to proper valuation and appropriate disclosure.
The valuation of investment or insurance contracts is the responsibility of the
plan sponsor. The plan sponsor can look to an outside service provider to assist
in the mechanics of the valuation. The plan sponsor ordinarily should have
sufficient information to evaluate and independently challenge the valuation.
Plan sponsors may need to work with the various service providers (for example, trustee, custodian, or investment adviser) surrounding the investment
contracts to determine which service provider will assist in the mechanics of
the valuation.

Note
Auditors may recommend to plan sponsors that discussions with service
providers happen early in the audit planning process to ensure the investment and insurance contract valuation will be completed in time for filing
deadlines.
6.149 For contracts in which assets are held in the insurance entity's
general account (DA contracts and IPG contracts), additional substantive audit
procedures to determine the appropriate recording of income may include
a. for DA contracts, evaluating the reasonableness of the interest
credited to the contracts in relation to any minimum guaranteed
interest rate stated in the contract.12
b. for IPG contracts, evaluating the plan administrator's determination regarding the basis for recording changes in the contract's
value to recognize investment returns in accordance with the terms
of the contract. This determination is usually made by referring to
investment yield data furnished to the plan by the insurance entity.
Generally, this evaluation would sufficiently satisfy the auditor regarding the aggregate investment income credited to the contract.

12
The plan auditor may not need to apply auditing procedures to the experience fund of a typical
group deposit administration contract account or any similar fund that is used by the insurance entity
to determine a discretionary dividend or rate credited under the contract. See paragraph 8.61 of this
guide.
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If the amount of investment yield credited to the contract, based
on current investment returns, does not appear reasonable, the auditor may apply additional procedures, such as making inquiries
of the insurance entity regarding its compliance with the method
required under the terms of the contract for computing investment
return. In the event that the plan auditor is unable to obtain assurance concerning the reasonableness of the rate of investment
return credited, the auditor may consider asking the plan administrator to contact the insurance entity to arrange for the insurer's
independent auditor to perform agreed-upon procedures and issue
a report thereon. (See AT section 201, Agreed-Upon Procedures
Engagements [AICPA, Professional Standards].) Those procedures
would be applied to the insurance entity's determination of investment returns in accordance with the contract.
c. determining that annuity purchases were made on the basis of
rates stipulated in the contract. If annuities are not purchased,
and benefits are paid directly from the fund, benefit payments may
be tested in accordance with the auditing procedures discussed in
paragraph 6.148.
d. evaluating whether expenses charged to the contract by the insurance entity are in accordance with the insurance contract or
otherwise authorized by the plan.

Securities Lending (Accounting Ref: par. 6.38–.45)
6.150 Many DB plans engage in securities lending activities. If plans
enter into securities lending agreements, a discussion of such agreements and
example audit procedures can be found in paragraph 8.162 of this guide.

Master Trusts (Accounting Ref: par. 6.46–.47)
6.151 If the investments of the plan or a portion of the investments are
held in a master trust, a discussion about master trusts and example audit
procedures for master trusts can be found in paragraphs 8.137–.140 of this
guide.

401(h) Accounts (Accounting Ref: par. 6.48–.55)
6.152 Audit procedures for the investment assets held in a 401(h) account would be subject to the same audit procedures as for any other plan
investment, such as valuation procedures and confirmation for existence
and reasonableness of investment income. Also see paragraph 7.187 of this
guide.
Note
It should be noted that the activity of the 401(h) account is generally included
in a note to the financial statements reconciling the financial statements to
the Form 5500. Therefore, the disclosures for contributions, distributions,
investment income, and administrative expenses included in the notes to the
financial statements may be subject to audit procedures. Often, the audit
procedures applied to the related health and welfare plan can be utilized for
the activity disclosed in the DB plan.
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Contributions and Contributions Receivable (Accounting Ref: par.
6.56–.65)
Relevant Assertions
6.153 The relevant assertions for contributions and contributions receivable include
a. amounts received or due the plan have been appropriately determined, recorded, and disclosed in the financial statements in the
proper period, in accordance with the plan's provisions, ERISA
funding requirements, IRS regulations, and the applicable financial reporting framework.
b. whether an appropriate allowance has been made for uncollectible
contributions receivable in accordance with the applicable financial
reporting framework.
c. whether receivables due from withdrawing employers in a multiemployer plan have been accurately determined and recorded in
accordance with the applicable financial reporting framework and
in the proper period.
d. participant contributions, if applicable, are authorized and have
been executed at the proper amount, in the proper period, and
allocated to the individual account in compliance with the plan's
provisions.
e. all covered employees have been properly included in the eligibility
reports and contribution records.
f. appropriate and accurate participant data, including payroll information, is being utilized in determining amounts contributed to the
plan.
g. appropriate and accurate participant census data is being utilized
by the plan's actuary in determining accurate minimum and maximum funding requirements for employer contributions.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
6.154 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to contributions and contributions receivable:
a. Employees are not appropriately included or excluded based upon
the plan's provisions (for example, age or service requirements are
not met or part-time or leased employees).
b. Employer contributions are not properly calculated or authorized,
do not meet minimum funding requirements, or exceed maximum
allowed funding limits.
c. The contribution range determined by the actuary is misstated
due to unreasonable assumptions, asset values in the actuarial
valuation report are incorrect or unfunded, or amounts are not
amortized or are amortized over an incorrect period.
d. Contribution amounts per plan sponsor records do not reconcile to
the trust statements and actuarial valuation.
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e. Contributions receivable are not recorded or are recorded in the
incorrect period.
f. Employer contributions are delinquent or uncollectable. (This is a
common issue for multiemployer plans.)
g. Improper accounting for amounts owed to the plan by participating
employers who have withdrawn from a multiemployer plan.
h. Differences between employer contribution amounts reported in
the financial statements, the actuarial report, or Schedule SB or
MB of the Form 5500 are not appropriately evaluated.

Example Audit Procedures to Consider
6.155 The following are examples of substantive audit procedures for
auditing contributions and contributions receivable:
Note
The plan document or collective bargaining agreement of a DB plan often
specifies the criteria that must be met for the employer(s) to make a contribution or the rates for determining the contribution.
a. Obtaining a schedule of contributions received and receivable
for the current year by funding date and type of contribution
(employees [if applicable], employer[s], and employer withdrawal
liabilities)13 , testing for clerical accuracy and compliance with the
plan's provisions and the plan's cash receipts records and bank
statements or trustee reports.
Note
Some DB plans are contributory plans that require or allow for voluntary
or mandatory contributions from plan participants and generally earn interest based on provisions in the plan document. Example substantive auditing
procedures for participant contributions are the same as for participant contributions in a DC plan.
b. Tracing employer contributions to the plan sponsor's books and
records, such as authorization for the contribution by those charged
with governance, and deductions on the plan sponsor's tax return,
plan sponsor's financial statements, and Schedule SB or MB of the
Form 5500 and the prior year receivable, as applicable.
Note
Sometimes, a central bank account is used for the deposit of employer and
employee contributions to several related employee benefit plans. In those
circumstances, it may be necessary to test the amounts transferred to the
accounts of the individual employee benefit plans.

13

See paragraph 6.70 for a discussion of employer withdrawal liabilities.
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c. Reviewing contribution amounts reported by the plan and determining that the contributions meet the minimum funding requirements of ERISA, as determined by the plan's actuary.
Note
The minimum required contribution is the sum of the target normal cost;
shortfall amortization amounts; and unpaid minimum contributions from
prior years (if any), which is capped at the difference between the adjusted
assets and the sum of the target liability plus target normal cost. Additionally,
carryover and prefunding balances may be used to pay some or all of the
entire required amount. These amounts and calculations are included in the
actuarial valuation report.
d. Obtaining and reviewing a reconciliation of contributions received
from the schedule obtained in item (b).
e. Reviewing criteria used by the plan in accruing employer (and employee, if applicable) contributions receivable and determining that
the accruals have been recorded in accordance with the applicable
financial reporting framework.
Note
Due to changes in funding limits or amounts contributed by the employer,
the actuary may recharacterize a contribution to be for a previous year, a
current year, or the following year. Care should be exercised on how these
contributions are recorded for financial statement purposes.
f. Obtaining compensation or hours worked from the payroll records
and recalculating contributions that are based on compensation or
hours worked.
g. Tracing the subsequent receipt of contributions receivable to supporting documentation.
h. Evaluating the reasonableness of the plan's allowance for estimated uncollectible amounts based on testing collections subsequent to the date of the financial statements and reviewing the
status of unpaid amounts.
i. For contributory plans, obtaining and reviewing a reconciliation of
current period compensation from the payroll report used to test
contributions to the plan sponsor's general ledger. Recalculating
the amount contributed (that is, salary multiplied by rate) in accordance with the plan document.
j. Obtaining a schedule of, or inquiring of plan management about,
the timeliness of employee contribution remittances to the plan
and, if necessary, applying additional audit procedures. Failure of
the plan sponsor to remit employee contributions to the plan in
accordance with DOL regulations constitutes a prohibited transaction. Plan management may need to consult with its ERISA legal
counsel to determine if certain deposits are late and are prohibited
transactions. Additional information on remittance rules can be
found in paragraph A.15 of appendix A of this guide.
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6.156 Depending on the type of plan and the controls tested over payroll
(see paragraphs 2.48–.52 of this guide), it may be necessary to perform substantive audit procedures to test the payroll data used to perform the procedure
in paragraph 6.155f for one or more pay periods and a sample of participants.
For example:
Note
In testing payroll data, it is important for the auditor to understand whether
the plan's actuarial valuation related to funding requirements is being determined as of the beginning of the plan year or as of the end of the plan year.
If the beginning of the plan year is being used, then the payroll test work
related to the contribution amount would be performed on the prior year's
payroll data.
a. determining that the compensation and hours per the payroll
records represent actual compensation paid and hours worked
based on appropriate supporting evidence.
b. reconciling compensation from the payroll records to the plan sponsor's general ledger.
c. if participant files are maintained on a decentralized basis or in
the custody of the plan administrator, testing whether the data
maintained in those files corresponds to the data maintained in
employer payroll and personnel files.
6.157 If the auditor also audits the plan sponsor's financial statements,
the auditing procedures applied in the audit of the plan sponsor's financial
statements need not be duplicated in the audit of the plan's financial statements. The auditor may find that he or she can accomplish the work more
efficiently by coordinating the auditing procedures for participant data with
procedures for plan census data and plan benefits and benefit obligations described in this chapter.
Note
It should be noted that, many times, participant data is only maintained
electronically, and original paper documents may have been destroyed. In
such cases, it is important for the auditor to obtain an understanding of the
process and the controls used to capture the data, including a walk-through.
6.158 If the auditor is unable to obtain the necessary evidence regarding
participant data or participant accounts on which financial statement amounts
are based, there may be a limitation on the scope of the audit. Restrictions on
the scope of the audit, whether imposed by the client or circumstances, such as
the inability to obtain sufficient appropriate audit evidence, may require the
auditor to conclude that a modification to the auditor's opinion on the financial
statements is necessary, in accordance with AU-C section 705.

Eligible Compensation (Covered Compensation)
6.159 Plan documents specify the various components of compensation
(for example, base wages, overtime, and bonuses) that are considered in the
calculation of plan contributions for DB plans. Testing of payroll data includes
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the determination of eligible compensation for individual employees and comparison of the definition of eligible compensation used in the calculation with
the plan document. When this process is not included in the payroll testing of
the plan sponsor or in a type 2 SOC 1 report, a comparison of eligible compensation per the plan document to eligible compensation used in plan operations
may be necessary. It is important to understand the definition of compensation
to determine that the method used is in accordance with the plan document.
An employer may use any definition of compensation that satisfies IRC Section 414(s) that does not allow a method of determining compensation if that
method discriminates in favor of highly compensated employees.
Note
Misinterpreting the definition of compensation is one of the most common
operational errors for a DB plan.

Considerations for Multiemployer and Multiple Employer Plans
Note
See DOL Advisory Opinion Nos. 2012-04A and 2012-03A for further discussion about whether certain types of plans are viewed as multiple employer
plans or a series of single employer plans.
6.160 The following are additional examples of substantive audit procedures for multiemployer plans related to contributions:
a. Reviewing pertinent sections of the collective bargaining agreement as a basis for considering what payroll and participant data
should be tested
b. Obtaining a list of participating employers, and testing its completeness by examining appropriate plan records (For example, a
record of contributing employers and delinquency records could be
obtained from the plan administrator.)
c. Obtaining a schedule of contributions received or receivable and
agreeing the contributors to the listing of participating employers
obtained in item (b) for completeness
d. Comparing the amount of employer contributions recorded in the
plan's records with the amount negotiated in the collective bargaining agreement
e. Testing that contributions are arithmetically correct and that the
contribution rate specified in the collective bargaining agreement
was used
Note
In a single employer plan, the auditor often audits both the employer and the
plan itself. Records are readily available to determine whether the employer
has contributed the proper amount annually to the plan. In a multiemployer
plan or multiple employer plan, contributions are due from a number of
employers. The plan auditor may have to perform extensive procedures to
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determine whether contributions from contributing employers are accurate
and complete. Audit procedures may have to be substantially greater than a
typical single employer plan to verify the completeness of employer contributions
f. Considering whether there is a need for an allowance for uncollectible employer contributions
g. If the plan has an employer that has withdrawn or intends to withdraw from the plan, determining that the withdrawal liability has
been formally assessed by the plan and appropriately determined
by agreeing the employer receivable to the actuarial computation

Note
Often, a multiemployer plan establishes a withdrawal liability for an employer and determines that there is little likelihood that the withdrawal
amount will ever be collected. This determination is often based on the employer's bankruptcy or total cessation of operations, or the employer may
simply disappear and cannot be located.
h. Confirming directly with participating employers the amounts remitted for the period (Confirming alone is not sufficient audit evidence of completeness.)

Note
Although confirming amounts received and receivable directly with participating employers is possible, such procedures generally will not provide sufficient audit evidence for completeness and accuracy due to the ability for
employers to underreport. Accordingly, tests of the employers' actual records
are normally considered to be more appropriate.
i. Comparing the employers' contribution reports with the information shown in participants' earnings records and comparing hours
worked and earnings records with the employer's contribution reports to evaluate whether the participants have been properly included in, or excluded from, the reports
j. If significant participant data is not available, determining the
adequacy of the methods used by the plan administrator to give
effect to such missing data
6.161 If the auditor is unable to examine the participant records maintained by the employer, which may occur in a multiemployer plan or multiple
employer plan, there may be circumstances, depending on the existing internal
control, in which the auditor can obtain the necessary assurance by applying
one or more substantive procedures, such as
a. if the plan administrator maintains records of participant data
and maintains internal control to help ensure that data on all participants are included in the records, testing the data on which
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contribution amounts are based by direct communication with participants, and by comparison with union or other records, if applicable. The auditor may also confirm hours, pay rates, and other
appropriate information.
b. if the plan administrator's normal procedures include periodic visits to employers to test data submitted to him or her, reviewing and
testing the plan administrator's procedures.
c. obtaining a report from the auditor of the employer company stating that agreed-upon procedures have been performed and obtaining the auditor's findings regarding the procedures applied. In addition, the plan auditor may apply such other auditing procedures
as he or she considers necessary in the circumstances. In this regard, it may be necessary for the plan auditor to request the other
auditor apply additional tests.
6.162 When auditing participant data in a multiemployer benefit plan,
normally, the auditor is unable to directly test payroll records at the plan level.
Plan sponsors or trustees may engage the employer's auditor, other outside
auditors, in-house compliance personnel, or internal audit to perform agreedupon procedures to test the completeness of contributions, which includes testing that all employees working for a contributing employer performing covered
work (covered work is defined under the collective bargaining agreement) and
any subcontracting payments for covered work have been properly reported. A
representative group of contributing employers would be tested each year. The
number of years the testing of contributing employers will take may vary, but a
three- or four-year cycle is typical to test all employers. A plan may be so large
that it may not be possible to test all of its employers. The auditor performing
the payroll procedures typically will issue an agreed-upon procedures report in
accordance with AT section 201.
6.163 It is important for the plan's independent auditors to review the
payroll procedures performed in order to determine that the completeness objective has been achieved. If a plan has a decentralized payroll, if a multiemployer plan does not have annual employer payroll procedures performed, or if
the auditor does not believe that the procedures being performed are acceptable
and if the auditor is unable to obtain the necessary assurance by other means,
then the auditor may modify the auditor's opinion on the financial statements,
in accordance with AU-C section 705, because of the limitation on the scope of
the audit or may adjust and correct the payroll procedures to the point where
the auditor can issue an unmodified opinion on the plan's audited financial
statements.

Delinquent Employer Contributions
6.164 In multiemployer plans, delinquent employer contributions are often a significant issue. Employers often have a fixed number of days after
month-end to make a timely contribution. In the building trades industries,
employers often move in and out of the geographic area covered by the collective bargaining agreement. This makes it difficult to determine whether a given
employer is delinquent or contributing to another plan. The plan typically establishes procedures to determine who is delinquent. The auditor may perform
procedures to evaluate management's estimate of delinquent contributions and
the allowance for uncollectible contributions.
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Note
If a multiemployer plan has a collection policy, the plan's auditor might consider reviewing it. A review of the plan's collection policy will determine
whether
a. the plan has a policy to determine how the amount of contributions
receivable from contributing employers is determined.
b. the plan has procedures to determine when it is no longer economically
feasible to pursue delinquent contributions
c. an allowance should be established for a delinquent employer contribution and whether the receivable should be written off.

Other Receivables (Accounting Ref: par. 6.66)
Relevant Assertions
6.165 The relevant assertions for other receivables include
a. amounts reported in the financial statements represent a valid
receivable.
b. amounts reported in the financial statements are complete, properly calculated, properly accumulated, and properly disclosed.
c. receivables are reported in the financial statements in the proper
period and at net realizable value.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
6.166 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to other receivables:
a. Interest and dividends receivable are not properly accrued.
b. Income resulting from securities lending is not properly accrued.
c. Amounts due from brokers for securities sold is not properly
recorded.
d. Derivative-related activity, such as receivables for variation margin and foreign currency forward contracts, is not properly
recorded.
e. Reimbursements from the plan sponsor or service providers for
fees, operational defects, or lost income are not properly recorded.
f. Receivables due for legal settlements not properly recorded.
Note
Care should be exercised when the plan obtains a legal settlement from the
plan sponsor or a third party that is ultimately paid to the affected participants as a benefit.

Example Audit Procedures to Consider
6.167 Example audit procedures for other receivables generally consist
of testing the accruals to determine that the reported amounts are complete,
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exist, and are accurately recorded in the proper period. A listing of all accrued
amounts can be obtained to determine the extent of substantive procedures,
such as reviewing supporting documents and agreements, confirming with
third parties, and testing the accuracy of the amounts, as well as reviewing
subsequent receipts or other records supporting the amounts and settlement
of the selected accruals.

Operating Assets (Accounting Ref: par. 6.67–.68)
Relevant Assertions
6.168 The relevant assertions for operating assets include the following:
a. Property and equipment used in the plan operations are owned
by the plan, properly recorded, and carried at the appropriate
amounts.
b. Property and equipment is appropriately depreciated, and allowances are properly recorded in accordance with the applicable
financial reporting framework.
Note
Plans generally do not have property and equipment used in operations;
however, some very large plans or multiemployer plans may have operating
assets that are recorded on the books of the plan and may or may not be
material. In such cases, testing for asset impairment and asset retirement
and related obligations might be necessary. Care should be taken to determine
if the entire asset is used by the plan or if only a portion is used by the plan,
requiring the asset to be recorded as an investment. It should be noted that
ERISA requires all assets to be recorded at fair value for Form 5500 purposes.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
6.169 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to property and equipment:
a. Detailed property records are not periodically reconciled to the
recorded amounts.
b. Assets are improperly expensed and not in accordance with capitalization policies.
c. Depreciation is not calculated properly or not properly recorded in
the financial statements.
d. Assets used both in operations and for investment purposes are
accounted for improperly.
e. Improper accounting recognition of an impaired asset.
Note: Multiemployer Plans
Because most operating assets are held by multiemployer plans, often, one
plan holds the operating assets and allocates a percentage of the costs to other
plans. The methodology for the allocation of costs needs to be understood and
tested.
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Example Audit Procedures to Consider
6.170 Example audit procedures for property and equipment used in plan
operations generally consist of reviewing a listing of property and equipment
(cost and accumulated depreciation), including additions, deletions, and transfers. Depending on the significance of the account balance, additional substantive procedures might be necessary that would be typical for any other audit of
property and equipment, such as
a. testing additions, deletions, and recalculating depreciation.
b. for real estate owned by the plan for plan operations, testing for recoverability whenever events or changes in circumstances indicate
that the carrying amount may not be recoverable, or the asset has
been impaired.
c. evaluating the remaining useful lives of assets for reasonableness
and determining if the net carrying values of the asset are recoverable.
d. inquiring of plan management whether any legal obligations are
associated with the retirement of long-lived assets that are required
to be recognized in the financial statements and determining that
proper disclosures are made, if applicable.

Accrued Liabilities (Accounting Ref: par. 6.69–.71)
Relevant Assertions
6.171 The relevant assertions for accrued liabilities include the following:
a. Amounts payable are valid liabilities of the plan.
b. Amounts have been appropriately determined, recorded, and disclosed in the financial statements in accordance with the applicable
financial reporting framework, in the proper period.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
6.172 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to accrued liabilities:
a. Amounts due to brokers for securities purchased are not properly
recorded.
b. Unpaid administrative fees (for example, for actuaries, auditors,
trustees, or ERISA counsel) are not appropriately accrued in the
proper period.
c. Investment management fees are not appropriately accrued in the
proper period.
d. Benefits payable are incorrectly recorded as a liability in the statement of net assets available for benefits instead of as an obligation
in the statement of accumulated benefit obligations.
e. Litigation settlements are not properly accounted for as an obligation (see paragraph 6.161).
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Example Audit Procedures to Consider
6.173 Example audit procedures for accrued liabilities generally consist
of testing the accruals to determine that the reported amounts are complete,
exist, and are properly recorded. A listing of all accrued amounts can be obtained to determine the extent of substantive audit procedures, such as review
of supporting documents or agreements, analytical procedures, direct confirmation, and tests of the accuracy of the amounts, as well as subsequent payments
or other records supporting the amounts and timing of the selected accruals.
A search for unrecorded liabilities could be performed by inspection of plan
records and trustee statements.

Benefit Payments (Accounting Ref: par. 6.75)
6.174 In accordance with paragraph .12 of AU-C section 315, Understanding the Entity and Its Environment and Assessing the Risks of Material
Misstatement (AICPA, Professional Standards), as part of the auditor's risk
assessment, the auditor should obtain an understanding of the nature of the
plan and the plan's selection and application of its accounting policies. For
example, the following procedures may provide the auditor with a basis for designing substantive audit procedures for relevant assertions related to benefit
payments
a. obtaining an understanding of the types of benefits covered by the
plan and the eligibility and vesting requirements.
b. evaluating whether procedures exist for determining the continued
eligibility of participants or beneficiaries to receive benefits.
c. evaluating the adequacy of the controls over the installation and
maintenance of key plan information, such as benefit provisions
and participant information.

Relevant Assertions
6.175 The relevant assertions for auditing benefit payments include
whether
a. benefit payments have been made in accordance with plan provisions and related documents.
b. benefit payments are made to, or on behalf of, persons entitled
to them and only to such persons (that is, that benefit payments
are not being made to deceased beneficiaries or persons other than
eligible participants and beneficiaries).
c. benefit payments are recorded in the proper account, amount, and
period.
d. the payments are presented and disclosed in accordance with the
applicable financial reporting framework.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
6.176 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to benefit payments:
a. Benefit payment calculations are based on incorrect census data
or incorrect actuarial inputs or calculated incorrectly or not in accordance with the participant's benefit election. (It should be noted
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that benefit calculations can be performed either by the plan sponsor or a third party, such as the plan's actuary.)
b. Benefit payments are not properly authorized or in accordance with
the provisions of the plan document.
c. Benefit payments are made to a participant or beneficiary who is
not eligible to receive benefits.
d. If the plan sponsor has more than one DB plan, payments could be
made out of the wrong plan.
e. Fictitious or duplicate benefit payments are recorded.
f. The formula used to compute the benefit does not agree to plan
provisions, including the definition of compensation, or options selected by participants.
g. Changes to the payroll data (including new hires, terminations,
compensation changes, and variable compensation arrangements)
are not properly authorized or accurately recorded as a result of
fraudulent changes, unauthorized changes, or inaccurate processing of changes, resulting in incorrect data being sent to the payroll
processing service provider or actuary from the payroll system.
h. Benefits paid per the trustee do not agree to benefits paid per the
actuary.
Note
It is important for the auditor to assess whether, depending on the specific
facts and circumstances of the control environment relative to financial reporting or misappropriation of assets, there is a fraud risk associated with
benefit payments. If the auditor identifies a risk of material misstatement
due to fraud related to benefit payments, the auditor is required to change
the nature, timing, and extent of audit procedures in response to that risk. An
employee may have the ability to initiate, authorize, and record a transaction
or may have custody of assets within the process such that he or she is able to
perpetrate and conceal an error or irregularity, causing duplicate or fictitious
benefit payments or withdrawals to be recorded.

Example Audit Procedures to Consider
6.177 The following are examples of substantive audit procedures for
auditing benefit payments:
a. Obtaining a schedule of all benefit payments made to participants
for the current plan year and performing the following for a sample
of participants receiving benefit payments:
i. Determining that the benefit payment was authorized by
the appropriate personnel, board of trustees, or administrative committee.
ii. Examining the type and amount of payment and propriety of required approvals. For example, certain distributions require approval by the plan administrator or
others, including distributions requiring spousal consent,
qualified domestic relations order distributions, death
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distributions, disability distributions, and vested benefits
of less than $1,000 for terminated employees.
iii. Determining the participant's or beneficiary's eligibility
(that is, whether the payee meets the plan's eligibility
requirements and is fully vested) by examining evidence
of age and employment history data; comparing employment dates, credited service, earnings, and any employee
contributions with payroll or other appropriate records;
and examining the benefit election form and dependent
designation to determine appropriateness of payment, including the form of distribution (for example, lump sum,
installments, or annuity contract), and spousal consent, if
applicable, based on the terms of the plan document.
iv. For those participants who received lump sum benefit payments, examining the participant data list to determine
that their names were properly removed from the census
data.
v. For plan benefits, such as death and disability benefits,
examining a copy of the death certificate and beneficiary
form, physician's statement, and other appropriate documents and that individuals are removed from the benefit
rolls upon death.
vi. Recomputing benefit payments based on the plan document and related documents, option elected, and pertinent
service or salary history. For complex benefit calculations,
such as lump sum benefit payments or conversion of an
account balance to an annuity, consider using the assistance of an actuary in testing the inputs used in the benefit
calculation.

Note
In addition to demographic data and salary history, the benefit payment
computation may require the use of such inputs as interest rate tables, Social
Security indexes, provisions grandfathered from prior plans, provisions from
union contracts, and other inputs as required by the plan provisions or actuarial method. Consider involving an actuary to assist in the testing of the
inputs that include actuarial tables and indexes. See paragraphs 2.65–.94 of
this guide for procedures to consider when using the work of a specialist.
vii. If the benefit is in the form of an annuity that has been
purchased through an insurance contract, tracing or reconciling the amount to the schedule of insurance contacts
to determine that the annuity contract has been properly
calculated and is consistent with the terms of the contract.
viii. For retirees or beneficiaries receiving recurring benefits,
tracing the name, type of benefit, and amount to participant data list to determine that new retirees or beneficiaries were properly classified in the retired category by the
actuary.
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ix. Comparing the payee and benefit payment amount to cash
disbursement records or trustee reports.
x. For benefit payments received directly by participants,
testing receipt of the benefit payment. This can be accomplished in a number of methods, such as confirming payment of benefits by corresponding directly with selected
participants and beneficiaries, comparing canceled checks
with the plan's cash disbursement records (including review of the endorsement), or comparing the payee name
or account name on electronic funds transfers with the
participant or beneficiary name. In addition, the auditor
may want to consider inquiring about the existence and
frequency of participant complaints.
Note
It is important to note that benefit payments are susceptible to fraud, especially when there is a lack of segregation of duties making it possible for an
employee to divert unauthorized benefit payments to another account outside
the plan.
b. Applying appropriate analytical procedures, such as comparing recurring payments by month with prior year monthly payments and
comparing results with expectations based on plan provisions.
c. For payments made to individuals over a long number of years,
consider determining that payments are still appropriate and that
the participants or beneficiaries continue to be eligible to receive
benefits.
d. Obtaining and testing the reconciliation of total benefits paid per
the disbursement register to the trustee reports and financial statements.
e. Investigating long-outstanding benefit checks. Long-outstanding
checks may be indicative of duplicate payments or deceased or
missing participants.
f. Reviewing the criteria used by the plan to record benefit payments
and determining that the benefit payments have been recorded in
accordance with the applicable financial reporting framework. See
paragraph 6.75 for guidance on reporting benefit payments on the
statement of net assets available for benefits
g. For cash balance or pension equity plans (see paragraph 6.04),
reviewing the accumulation of the participants' hypothetical accounts, including the interest rate credited, to determine if the
accumulation and interest rate is in accordance with the terms of
the plan document.
Note
In some circumstances, benefit disbursements are made by a third party,
such as a bank, an insurance company, or other service provider. In these circumstances, it is important for the auditor to obtain an understanding of the
internal control procedures for the third party. This can be satisfied through
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either obtaining and evaluating a type 2 SOC 1 report or applying appropriate auditing procedures at the service organization.14 These procedures are
performed regardless of whether the plan avails itself of the limited-scope
audit exemption described in paragraph 2.22 of this guide. Although a type 2
SOC 1 report may be used to reduce substantive procedures, neither a type
1 nor type 2 SOC 1 report is designed to provide a basis for assessing control
risk sufficiently low to eliminate the need for performing any substantive
tests.
h. For plans that allow distributions to be rolled over to another qualified plan or an individual retirement account, reviewing the plan
document to determine that the rollover was made in accordance
with plan provisions, and the rollover account is in the name of the
participant or beneficiary.

Plan Expenses (Accounting Ref: par. 6.76–.78)
Relevant Assertions
6.178 The relevant assertions for plan expenses include whether plan
expenses
a. are paid in accordance with the plan provisions and properly authorized.
b. are paid in accordance with service provider agreements.
c. are recorded in the proper account, amount, and period.
d. are presented and disclosed in accordance with the applicable financial reporting framework.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
6.179 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to plan expenses:
a. Plan expenses do not represent allowable expenses per the plan
document or regulatory provisions.
b. Plan expenses are paid to fictitious vendors.
c. Plan expenses are not properly accrued or classified.
d. Plan expenses are not calculated in accordance with service
provider agreements.
e. Allocation of expenses between plans or between plan sponsors is
not apportioned correctly.
f. Plan expenses are not properly authorized prior to recording and
payment.
g. Plan expenses are not properly recorded by the trustee or custodian.

Example Audit Procedures to Consider
6.180 The following are examples of substantive audit procedures for plan
expenses:
14
If a type 2 SOC 1 report is obtained that specifically covers the testing of benefit payment
disbursements, the auditor may be able to limit tests of the benefit payment disbursements.
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a. Reviewing the terms of the plan document and the minutes of the
board of trustees or administrative committee to determine that
administrative expenses were properly authorized and allowed by
the plan.
b. Performing analytical procedures for recurring types of expenses
that are routinely paid out of the plan from year to year.
c. Analyzing the expenses and examining supporting invoices, documents, and computations.
d. Reviewing service agreements and considering testing to ascertain
that the contracted services were performed and that the payments
were in accordance with the terms of the agreement.
e. If plan expenses are allocated among several plans sponsored by
the same plan sponsor or a multiemployer plan, reviewing the allocation to determine that it is appropriate and determining that the
method of allocation selected was approved by the board of trustees
or administrative committee.
Note
For plans that invest in a master trust, the investment expenses are generally
allocated among the respective plans, and any other expenses are charged directly to each plan. Multiemployer plans often share expenses with related
plans and the sponsoring union. A study may be performed periodically (perhaps as often as every two to three years) by the entities involved to determine
that no entity is charged more than its fair share of the allocated expenses.
In those instances when expenses are shared, the independent auditor might
review the methods utilized to allocate expenses to determine that each organization has paid its fair share.
f. Determining that fees charged by trustees, investment advisers,
and others are in accordance with the respective agreements and
the regulations. In multiemployer plans, trustees may be reimbursed by the plan for meetings and other expenses associated
with the plan's operations. These expenses can receive considerable scrutiny in DOL and IRS reviews and examinations.
Note
As part of the auditor's risk assessment, the auditor should obtain an understanding of the nature of the plan. For plan expenses, this may have been
achieved by obtaining an understanding of the expenses that are allowed to
be paid by the plan according to the plan document and developing audit
procedures as appropriate. A review of service provider agreements may assist in the understanding of fee arrangements. Additional inquiries with plan
management and the service providers may be required.
6.181 Any fees or expenses paid to related parties or parties in interest
need to be considered for disclosure under FASB ASC 850, as well as ERISA
regulations. In addition, expenses paid by the plan that are not allowed by the
plan document or excessive fees, no matter how immaterial, may be deemed a
prohibited transaction, requiring further testing and disclosure, as described
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in paragraph 2.98 of this guide. For example, fees may be paid by one plan
on behalf of another plan as a result of errors or inappropriate allocations, or
fees may be paid by the plan for certain services relating to services provided
to the plan sponsor, such as trustee fees, or plan sponsor's share of actuarial
valuation fees.

Accumulated Plan Benefits and Participant Census Data
(Accounting Ref: par. 6.79–.94)
Relevant Assertions
6.182 The relevant assertions related to accumulated plan benefits include
the following:
a. Participant census data used in calculating the actuarially computed present value of accumulated plan benefits is complete and
accurate.
b. Actuarial assumptions are in accordance with FASB ASC 960 requirements.
c. The actuarial present value of accumulated plan benefits, components of those benefits, and amounts of changes in the actuarial present value of accumulated plan benefits, as determined by
the actuary, are properly presented and disclosed in the financial
statements in accordance with the applicable financial reporting
framework and appropriately determined by the plan actuary.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
6.183 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to accumulated plan benefits:
a. The actuary does not have the appropriate qualifications or related
experience to perform the valuation.
b. Participant groups are inappropriately excluded from, or included
in, the census data.
c. If a plan sponsor maintains multiple DB plans, participants may
not be reflected in the appropriate plan's census data and accumulated plan benefits.
d. Benefits paid per the actuary do not agree with benefits paid per
the trustee or plan sponsor.
e. Interest allocation computation for cash balance accounts does not
agree with plan provisions.
f. Participant data used by the actuary does not reconcile to the plan
sponsor's payroll and personnel records, such as beginning of the
year versus end of the year information.
g. The plan's actuary maintains incomplete or incorrect census data
or uses inappropriate factors or assumptions, causing inaccurate
computations and errors in the accumulated plan benefits.
h. The actuary calculates the accumulated plan benefits as of an incorrect valuation date.
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i. Participant contributions are not properly included in actuarial
data.
j. Accumulated benefit obligations of a 401(h) account are incorrectly
included with the pension benefit obligation, and not in the health
and welfare plan's obligation.
k. Accumulated plan benefit assumptions are not based on the plan
provisions or plan experience, or they are inappropriate or unreasonable.
l. Identified operational errors are not appropriately communicated
to the actuary, which may result in an overstatement or understatement of the calculation of the accumulated benefit obligation.
m. Participants who have requested a lump sum distribution at or
near year-end but have yet to be paid are erroneously deleted or
omitted or improperly removed from the census data.
n. Plan amendments have not been properly included or excluded,
depending on the valuation date.
o. Plan sponsor does not maintain adequate records for accumulated
benefit or benefit payments.

Example Audit Procedures to Consider
6.184 For accumulated plan benefits, often the auditor may perform analytical procedures by comparing the number of participants for the current
year versus the prior year, as well as the number of participants versus the
number of employees. The following are example substantive audit procedures
that the auditor may be required to apply or may apply for accumulated plan
benefits and changes therein. Also see paragraphs 2.65–.94 of this guide for
additional guidance on using the work of a specialist.
a. Evaluating the professional qualifications of the actuary, including
his or her competence, capabilities, and objectivity as required by
paragraph .08 of AU-C section 500. If the actuary is not known to
the auditor, consider other factors that might provide information
regarding the actuary's qualifications. Examples of factors to consider are whether the actuary is an enrolled actuary under ERISA
Sections 3041 and 3042, the actuary's membership in a recognized
professional organization, and the opinion of other actuaries whom
the auditor knows to be qualified regarding the actuary's professional qualifications.15
b. Obtaining an understanding of the actuary's objectives, scope of
work, methods and assumptions, and consistency of application.
Ascertain whether the methods and assumptions used in the accumulated plan benefit information are in accordance with FASB
ASC 960.
c. Comparing information in the actuarial valuation report to pertinent provisions of the plan, including any changes or amendments
to the plan or other events affecting the actuarial calculations, and

15
There are no universal standards for establishing the professional qualifications of an actuary.
Some actuaries specialize in, or concentrate on, pension matters; others confine their practice to life
or property and liability insurance matters. Qualification by education and experience to practice in
one of these areas does not necessarily prepare the actuary to practice in other areas.
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determining that the changes or amendments, if any, are appropriately considered in the valuation.
d. Inquiring about the nature of any interests or relationships the
actuary may have with the plan or plan sponsor that may create threats to the actuary's objectivity (such as financial interests,
business or personal relationships, or the provision of other services) and any applicable safeguards. Although safeguards cannot
eliminate all threats to the objectivity of an actuary, threats such
as intimidation threats may be of less significance to a specialist
engaged versus employed by the plan or plan sponsor, and the effectiveness of safeguards such as quality control procedures may be
greater. This evaluation of objectivity may be accomplished by asking the client to have the actuary describe in writing interests and
relationships, if any, that may exist and that may appear to impair
the objectivity of the actuary's work. See chapter 2, "Planning and
General Auditing Considerations," of this guide for further discussion on the use of specialists.
e. Testing the reliability and completeness of the participant census
data and plan asset data used by the actuary in the actuarial valuation.
Note
It is important for the auditor to consider procedures performed in prior
years when testing completeness and accuracy of the census data. This is
particularly important when establishing a baseline for frozen or merged
plans, or when there has been a change in actuary. If the auditor is able
to obtain sufficient appropriate audit evidence to test the completeness and
accuracy of census data at the time of a freeze, merger, or other change, the
auditor may be able to limit future testing on the census data to exceptions
or changes in data. If the auditor intends to rely on information from past
audits to limit the nature, timing or extent of work in the current period
audit, it is important for the auditor to evaluate whether the prior years'
testing results remain relevant and reliable and the sufficiency of the work
paper documentation supports their baseline testing strategy.
When benefits are based on average compensation, it may be challenging or
difficult to obtain reliable census data as sufficient historical records may
be unavailable. This may also occur when there has been a company sale
or acquisition. If the auditor is unable to obtain sufficient appropriate audit
evidence to test the completeness and accuracy of the data, the auditor may
need to modify the auditor's opinion due to the limitation on the scope of the
audit, in accordance with AU-C section 705.
In instances in which the prior period financial statements were audited by
a predecessor auditor, the auditor should request management to authorize
the predecessor auditor to allow a review of the predecessor auditor's audit
documentation and for the predecessor auditor to respond fully to inquiries by
the auditor; thereby providing the auditor with information to assist in planning and performing the engagement. The auditor's review of the predecessor
auditor's audit documentation may provide audit evidence about the opening
balance; however, the nature, timing, and extent of the audit work performed
and the conclusions reached are solely the responsibility of the auditor. See
paragraphs .07 and .A8–.A9 of AU-C section 510, Opening Balance—Initial
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Audit Engagements (AICPA, Professional Standards), for further information
on initial audits.
Procedures may include the following:
i. Obtaining and reviewing reconciliation of aggregate census data (for example, the number of employees and covered compensation to amounts shown in the actuarial valuation report).
ii. Obtaining and reviewing reconciliation of plan assets (including contributions receivable) reflected in the trustee
statements to the amounts in the actuarial valuation report and confirmation with the plan's actuary.
iii. Selecting a sample of participants from the census data
used by the actuary and determining that the participants
are eligible to participate in the plan in accordance with
the plan document and agreeing selected participant information (birth date, hire date, termination date, retirement
date, gender, marital status, and period of service) with
employer personnel files to determine that participants
are properly classified (for example, active, terminated, or
terminated vested).
Note
It is important for the auditor to understand whether the plan's benefit obligation is being determined as of the beginning of the year or as of the end of
the year. If the beginning of the year is being used, then the test work over
the census data would be performed on the prior year's data.
iv. If hours or earnings (compensation) enter into the actuary's calculation of accumulated plan benefits, agreeing
earnings (compensation) and hours information per the
participant data used by the actuary to the payroll information.
v. Verifying that all eligible participants are included in the
census data by agreeing the total number of participants
per the census data report to the number of eligible participants included in the plan sponsor's personnel and payroll
records or testing a sample of participants for proper inclusion or exclusion.
vi. For participant census data listings that include multiple
plans, determining that the participant was coded to the
appropriate plan based on eligibility.
vii. For deferred vested participants, obtaining the projected
benefit calculation and determining the reasonableness of
the projected benefit amount per the census file based on
the plan provisions.
viii. Obtaining and reviewing a roll forward of the census data
from one year to the next and reviewing a reconciliation
of any differences.
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Note
The auditor typically tests the census and payroll data provided to the specialist. Accordingly, in the event that data provided to the actuary is significantly
incomplete or inaccurate, the auditor may inquire of the actuary in regard
to the treatment of the incomplete or inaccurate data and determine if the
method used by the actuary to give effect to the missing or inaccurate data
in his or her valuation is reasonable in the circumstances.
ix. Confirming aggregate participant data used in the actuarial valuation directly with the plan's actuary. (The auditor may include this request as part of the audit inquiry letter to the plan's actuary.) In addition, the auditor
may also confirm information related to selected individual participant's census data that is part of the aggregate
amounts.
Note
When such information is obtained directly from the actuary, there may not
be a necessity to confirm the participant data with the actuary.
An illustration of a letter to the plan's actuary requesting a copy of the actuary's report or other information on the plan appears in exhibit 6-1, "Illustrative Letter to Plan Actuary (Requesting a Copy of the Actuary's Report or
Other Information on the Plan)." The auditor may ask the plan administrator
to send a letter to the plan's actuary requesting that the actuary (a) provide
the auditor with a copy of the actuarial report, Schedule SB or MB of Form
5500, or comparable information or (b) confirm to the auditor the actuarial
information that has already been obtained from the plan in connection with
the audit. An illustration of a letter to the plan's actuary requesting confirmation of information taken from the actuary's report or the plan's or plan
sponsor's records appears in exhibit 6-2, "Illustrative Letter to Plan Actuary
(Requesting Confirmation of Information Taken From the Actuary's Report
or the Plan's or Plan Sponsor's Records)."
When the auditor also audits the financial statements of the plan sponsor,
the auditor may combine the request for this information with a request for
information necessary for compliance with FASB ASC 715.

Letters to Plan Actuaries
6.185 The types of information the auditor may consider confirming with
the actuary include
a. a description of participant groups covered.
b. a brief general description of the characteristics of the plan used
in the actuary's calculations, including, but not limited to, benefit
provisions.
c. the number of employees in the actuary's valuation and the number
of participants and beneficiaries who are active, terminated with
vested benefits, or retired under the plan.
d. the present value of the plan's benefit obligations.
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e. the date of the valuation of the benefit obligations and the census
data used. (If the date of the census data used is other than the
plan year-end, have the actuary indicate the basis for projecting
the data to the year-end.)
f. descriptions of the principal assumptions and methods used in determining the present value of plan obligations and of any changes
in assumptions or methods (for example, interest rates) and the
effect of any changes.
g. the significant effects (either individually or in the aggregate) on
the current year of the changes resulting from plan amendments.
h. knowledge of an intent on the part of the employer (sponsor company) to fully or partially terminate the plan.
i. the amount of unbilled or unpaid actuary's fees applicable to the
plan's year-end and payable by the plan.
j. the AFTAP determined in accordance with the PPA.
k. a description of the effect on the plan of any benefit restrictions
imposed on the plan due to the funded status.
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Exhibit 6-1: Illustrative Letter to Plan Actuary (Requesting a Copy of
the Actuary’s Report or Other Information on the Plan)
In connection with an audit of the financial statements of XYZ pension plan
[date of statements], please furnish our auditors, [name and address], with
the information described below as of [the more recent benefit information date:
either the date of the plan year-end or the date of the beginning of the plan year].
For your convenience, you may supply in response to these requests pertinent
sections, properly signed and dated, of your actuarial report or Schedules SB
or MB of Form 5500, if available and if the requested information is contained
therein.
a. Please indicate the actuarial present value of accumulated plan
benefits, as defined in Financial Accounting Standards Board
(FASB) Accounting Standards Codification (ASC) 960, Plan
Accounting—Defined Benefit Pension Plans, classified as follows:
1. Vested benefits of participants and
beneficiaries currently receiving
payments

$

2. Other vested benefits

$

3. Nonvested benefits

$

4. Total

$

b. The date of the above valuation of accumulated plan benefits
.
is
c. Describe the principal assumptions used in determining the actuarial present value of accumulated plan benefits.
d. Please indicate the following:
i. The minimum annual contribution, including the use of
any carryover or prefunding balance.
ii. A description of the actuarial assumptions used in computing the minimum required contribution.
iii. The aggregate effect of any change in the method(s) or
assumption(s).
e. Briefly describe the employee group(s) covered.
f. Please provide the following:
i. A brief general description of the benefit provisions of the
plan used in the actuarial valuation.
ii. A description of any benefits, as prescribed by FASB ASC
960, not included in the accumulated plan benefits valuation and the reason therefore.
iii. The effective date of the last plan amendment included in
this valuation.
g. Please provide the following information relating to the employee
census data used in performing the actuarial valuation:
i. The date as of which the census data were collected
.
is
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Compensation Participant

Number of
Persons

Currently receiving payments
Active with vested benefits
Terminated with deferred vested
benefits
Active without vested benefits
Other (describe)
Total
Note: If information is not available for each of the above
categories, indicate which categories have been grouped.
Please describe any group or groups of participants not
included in the above information.
ii. Information for specific individuals contained in the census:
Participant's
Name or
Age or
Date Hired or
Number
Birth Date Sex Salary Years of Service

[Note to auditor: Select information from employer records
to compare with the census data used by the actuary. In
addition, the auditor may consider selecting certain census
data from the actuary's files to compare with the employer's
records.]
h. Describe, if significant (either individually or in the aggregate), the
effects of the following factors on the change in the actuarial present
value of accumulated plan benefits from the preceding to current
benefit information date. (Effects that are individually significant
should be separately identified.)
i. Plan amendments
ii. Changes in the nature of the plan (for example, a plan
spin-off or merger with another plan)
iii. Changes in actuarial assumptions
i. Describe, for the current year, the effects of the following on
changes in the present value of accumulated plan benefits:
i. Increase in benefits accumulated
ii. Increase due to the passage of time
iii. Benefits paid
[Note to auditor: Item (i) generally applies only if the
change in actuarial information is being presented in statement format.]
j. If any unpaid minimum required contributions exist, the amount
necessary to reduce this amount to zero under ERISA.
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k. Have you been notified of a decision by the sponsor company to
fully or partially terminate the plan, including a freeze of benefit
accruals or eligibility to participate? If so, please describe the effect
on the plan.
l. Please describe the nature of your interests and relationships, if
any, that you may have with the plan or sponsor company and that
may appear to impair the objectivity of your work.
m. What is the amount of the unbilled or unpaid actuarial or other
fees due your firm applicable to the plan year-end and payable by
the plan?
n. Please supply any additional information you believe is necessary.
Your prompt attention to this request will be appreciated.
Very truly yours,
Plan Administrator
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Exhibit 6-2: Illustrative Letter to Plan Actuary (Requesting Confirmation
of Information Taken From the Actuary’s Report or the Plan’s or Plan
Sponsor’s Records)
In connection with their audit of our financial statements as of [date of plan
year-end], our auditors, [name and address], have requested that you confirm to them the following information as of [benefit information date] with
respect to our defined benefit pension plan described in your report dated
.
[List of information to be confirmed]
Please confirm the above information by signing the enclosed copy of this letter in the space provided, and return it directly to our auditors. If the above
information is not correct, please inform our auditors directly and, if possible,
send them full details of the differences.
Your prompt attention to this request will be appreciated.
Very truly yours,
Plan Administrator
The above information is correct, except as noted below.
(Signature of Actuary)

Cash Balance and Pension Equity Plans
6.186 As further described in paragraph 6.04, cash balance plans and
pension equity plans are types of DB plans. Although the benefit formula of a
cash balance plan or pension equity plan is different from that of a traditional
DB plan, the audit procedures to be performed on the accumulated plan benefit
information would be the same as those for a traditional DB plan. In addition,
because the hypothetical account for each participant is generally credited
with compensation and earnings credits each year, example substantive audit
procedures may include the following:
a. Testing the interest rate used in the current year's interest credit
to determine that it complies with the provisions of the plan
b. Testing a sample of participants' earnings and appropriate factors
used for the compensation credit to determine that they comply
with the provisions of the plan
Note
Consider performing these procedures every year to establish a base because
information is difficult to obtain at the time a benefit is requested.

Considerations for Multiemployer Plans
6.187 In addition to the auditing procedures previously described, the
following substantive auditing procedures may be considered when auditing
the financial statements of multiemployer DB plans:
a. Comparing the employer's contribution reports with the information shown in participants' earnings records and comparing hours
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worked and earnings records with the employer's contribution reports to evaluate whether the participants have been properly included or excluded from the reports
b. If significant participant data is not available, determining the
adequacy of the methods used by the plan administrator or plan
actuary to give effect to such missing data
6.188 As previously noted, when auditing participant data in a multiemployer benefit plan, normally, the auditor is unable to directly test payroll
records at the plan level. Plan sponsors or trustees may engage the employer's
auditor, other outside auditors, in-house compliance personnel, or internal audit to perform agreed-upon procedures to test the completeness of contributions,
which includes testing that all employees working for a contributing employer
performing covered work and any subcontracting payments for covered work
have been properly reported. See paragraphs 6.162–.163 for further discussion
on testing contributing employers.

Plan Mergers and Spin-Offs (Accounting Ref: par. 6.115–.116)
Relevant Assertions
6.189 The relevant assertions related to plan mergers and spin-offs include the following:
a. Mergers and spin-offs are recorded in accordance with plan provisions and other legal documentation and in the proper period.
b. Mergers and spin-offs are fairly presented in the financial statements and properly disclosed.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
6.190 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to mergers or spin-offs:
a. Mergers and spin-offs are not recorded in the proper period.
b. Appropriate assets, liabilities, and accumulated benefit obligations
are not properly transferred.
c. The value of assets and liabilities transferred do not reconcile between plans.
d. Mergers and spin-offs are not fairly presented in the financial statements and appropriately disclosed.
e. Plans have been merged or assets spun off without appropriate
authorization.

Examples of Audit Procedures to Consider
6.191 The following are examples of substantive audit procedures when
a plan merger or spin-off has occurred:
a. Determining the effective date, specific terms, and conditions for
the plan merger or spin-off by reviewing the supporting documentation provided by the plan sponsor (such as plan amendments,
correspondence, minutes of trustee and board meetings, and correspondence with regulators, participants, and services providers)
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b. Determining (by review of supporting documentation and discussion with plan management) whether there was proper authorization for the transaction (for example, formal trustee approval, a
plan amendment, or other signed document)
c. Confirming the asset amounts transferred with the plan administrator, trustee, or custodian of the other plan
d. Obtaining the actuarial report and agreeing the related transfers
of accumulated benefit obligations between plans as well as the
documentation regarding the appropriate allocation of amounts to
be transferred under Section 4044 of ERISA
e. Obtaining the census data utilized in determining the amount of
the accumulated benefit obligations transferred in or out of the
plan and selecting a sample of participants to determine they have
been properly added or removed to or from the census data
f. Comparing the Form 5500 and audited financial statements for the
other plan to the amounts recorded in the plan's financial statements
g. Testing transfers of assets from the former trustee (custodian) to
the current trustee (custodian)
h. Determining that amounts have been presented and disclosed in
the financial statements in accordance with the applicable financial
reporting framework
i. For multiemployer plans, testing that the contributions are allocated to the proper plan
6.192 Auditors need to use judgment in each merger situation based on
the procedures previously described to determine the proper merger date for
the Form 5500 and financial statement purposes. Once the proper merger date
is determined, a final Form 5500 is required to be filed seven months after that
merger date or nine and one-half months if an extension has been obtained.

Note
Determining the appropriate accounting and reporting for a plan merger can
be difficult. The effective date of the merger is a legal determination that may
be documented in a plan amendment or board resolution and may differ from
the date that assets are physically transferred to the successor plan's trust. A
plan can hold assets in more than one trust; accordingly, the successor plan
may have legal control of the assets or trust of the predecessor plan prior
to the date the assets physically transfer. This may result in difficulties in
determining the date of the final audit for the plan merging out of existence.
The Form 5500 instructions state, "A final return/report should be filed by
the plan year (12 months or less) that ends when all plan assets were legally
transferred to the control of another plan." The plan administrator may seek
guidance from the plan's ERISA legal counsel to determine the date when
all plan assets were legally transferred to the control of the successor plan
when the effective date of the merger differs from the date the assets were
physically transferred.
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Terminating Plans (Full or Partial) or Frozen DB Plans (Accounting
Ref: par. 6.117–.128)
Relevant Assertions
6.193 The relevant assertions related to terminating or frozen plans include the following:
a. Plan terminations are recorded in accordance with plan provisions
and other legal or regulatory documents.
b. Plan terminations are fairly presented in the financial statements
in accordance with the applicable financial reporting framework,
and all necessary disclosures are made and in the proper period.
c. Participants are properly vested when a plan is terminated or if
there is a partial plan termination.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
6.194 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to terminating or frozen plans:
a. Plan terminations are not appropriately disclosed.
b. The financial statements have not appropriately applied the liquidation basis of accounting, when applicable. This means that the
financial statements are prepared on a going concern basis when
liquidation is imminent, or prepared using the liquidation basis of
accounting when liquidation is not imminent, as defined in FASB
ASC 205-30.
c. Benefit payments are not made only to, or on behalf of, persons
entitled to them.
d. New entrants have been admitted to the plan after the effective
date of the plan freeze.
e. Service accruals have continued beyond the effective date of the
plan freeze.
f. For a hard freeze, salary increases have continued to be applied to
a frozen benefit.
g. For a soft freeze, which allows for continued salary increases to apply, updated salaries have not been used in the actuarial valuation.
h. Participant data used by the actuary does not reconcile to the plan
sponsor's payroll and personnel records.
i. The plan's actuary uses incomplete or incorrect census data, causing inaccurate computations and errors in benefit payments and
estimating funding and benefit obligations.
j. Participants were improperly excluded from or included in the census prior to the plan freeze.
k. Plan sponsor does not maintain sufficient records to support the
estimated benefit obligations or benefit payments.

Examples of Audit Procedures to Consider
6.195 The following are examples of substantive audit procedures for
frozen, terminating, or terminated plans:
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a. Determining the effective date, specific terms, and conditions for
the plan freeze or termination by reviewing the supporting documentation provided by the plan sponsor (such as plan documents
and amendments, memos, minutes of trustee and board meetings, and correspondence with regulators, participants, and service
providers)
b. Determining (by review of supporting documentation and discussion with plan management) whether there was proper authorization for the plan freeze or termination (for example, formal trustee
approval, a plan amendment, or other signed document)
c. Evaluating methods and assumptions used by the actuary; and
determining whether the amendments or board resolution has been
properly considered in the actuarial valuation
d. Determining that final termination payments to participants are
in accordance with the plan provisions, related documents, and
applicable regulations
e. Determining that the benefit payments are made only to, or on
behalf of, persons entitled to them

Note
The auditor may consider increasing the extent of benefit payment testing
during the period the termination benefits are paid. See paragraph 6.177.
f. Determining that transactions are recorded in the proper account,
amount, and period and have been appropriately presented and
disclosed under the applicable financial reporting framework. See
paragraphs 6.117–.125 for a discussion about the liquidation basis
of accounting.
g. Determining that any plan asset reversions to the plan sponsor,
if applicable, are in accordance with the plan provisions, related
documents, and applicable regulations
h. Determining that the liquidation basis of accounting has been properly applied to the financial statements, if applicable. See paragraphs 6.117–.125 for a discussion about the liquidation basis of
accounting.

Note
If the decision to terminate the plan is made after the year-end but before
the year-end financial statements have been issued, the decision is generally a type two subsequent event requiring the disclosure described in AU-C
section 560, Subsequent Events and Subsequently Discovered Facts (AICPA,
Professional Standards).
i. For frozen plans, testing the reliability and completeness of the
census data and plan asset data used by the actuary in the actuarial
valuation, including
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i. Obtaining and reviewing a roll forward of the frozen census data from one year to the next and reviewing a reconciliation of any differences. If a baseline was previously established, compare census data subsequent to a
plan freeze to the original frozen census and investigate
changes. For procedures to also consider when testing the
reliability and completeness of census data and plan asset
data, see paragraph 6.184e and the related note
ii. Determining that new entrants have not been admitted
to the plan and the service accruals have not continued
beyond the effective date of the plan freeze
iii. Determining that salary increases have been appropriately discontinued or properly updated
6.196 Upon full or partial termination of a plan, affected participants
become fully vested in accrued benefits at the termination date. A partial termination can occur if approximately 20 percent or more of plan participants are
terminated by the plan sponsor as a result of an action, such as a plant closure,
a decision to downsize, or the termination of a product line. The reduction can
accumulate over 1 or more plan years and still be classified as a partial termination. Judgment is needed to determine whether a partial termination has
occurred. Consultation with the IRS or qualified legal counsel may be necessary
if questions arise regarding the occurrence of a partial plan termination.

Note
Interpretation No. 1, "Reporting on Financial Statements Prepared on a Liquidation Basis of Accounting," of AU-C section 700 (AICPA, Professional Standards, AU-C sec. 9700 par. .01–.05), contains applicable guidance regarding
the auditor's reporting responsibilities when using the liquidation basis of
accounting.

Changes in Service Providers (Accounting Ref: par. 6.130)
Relevant Assertions
6.197 The relevant assertions related to changes in service providers (actuary, trustee, and custodian) include the following:
a. Investment balances, payroll information, and participant data
transferred between service providers are complete and accurate.
b. Amounts owed to or from service providers are properly calculated
and recorded in the proper period.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
6.198 The following are examples of identified risks of what can go wrong
at the relevant assertion level when a plan has a change in service providers:
a. Amounts transferred between trustees and custodians are not accurate or allocated to the proper investment accounts.
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Note: Limited-Scope Audit
Many times, when there is a change in qualified certifying institutions, the
plan's assets are liquidated at the predecessor institution at the end of the
year, and the cash is transferred out but not remitted to the successor institution until the following month (usually two or three days). This timing issue
could result in a deposit in transit that is not reported by the predecessor or
successor institution on the certified statements.
b. Participant data transferred between actuaries is not complete or
accurate (for example, lost data, lost participants, or data only in
summary form).
c. Reconciliations are not completed between the predecessor service
provider and new service provider.
d. Payroll information transferred between payroll service providers
is not complete or accurate.
e. Benefit obligations are not calculated on a consistent basis by the
successor actuary.
f. Census data used by the predecessor actuary was not complete or
was inaccurate.

Examples of Audit Procedures to Consider
6.199 The following are examples of substantive audit procedures for
auditing changes in service providers.
Note
To reduce the amount of substantive testing when there has been a change
in service providers, the auditor may consider using type 2 SOC 1 reports
for the predecessor and successor service providers, if available, provided the
type 2 SOC 1 report covers the relevant processes and controls.
a. Testing transaction processing for predecessor and successor service providers during the year.
b. For a change in DB plan actuaries, agreeing the sum of the participant data per the predecessor actuary prior to the change to the
participant data by the successor actuary immediately after the
change. Selecting individual participants immediately prior and
subsequent to the change to determine whether all account information was properly recorded by the successor actuary.
c. For a change in trustee or custodian, reconciling assets transferred
from the predecessor trustee or custodian to the successor trustee
or custodian.
d. Reviewing the Form 5500 for disclosure of any changes in actuaries or independent auditors on Schedule C, Part III—Termination
Information on Accountants and Enrolled Actuaries.
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Appendix A — Defined Benefit Pension Plan Operations
and Administration
A-1 This appendix provides a more detailed description of defined benefit
pension plan (DB plan) operations and administration. It is important to have
an understanding of the key plan provisions, roles and responsibilities, and
reports and records that are involved in the operations and administration
of a DB plan. An understanding of these key areas can be obtained from the
plan document, trust document, service agreements, insurance contracts, and
internal policies and procedures manuals.

Key Plan Provisions
Note: See appendix A, "Defined Contribution Retirement Plan Operations and Administration" of chapter 5, "Defined Contribution Retirement Plans Including Employee Stock Ownership Plans," of this guide
for a description of key documents and agreements that are applicable
for most plans.
A-2 The auditor gains an understanding of the key plan document provisions
of a DB plan in order to design and execute appropriate audit procedures. The
following provisions are typically found in a DB plan:
a. Eligibility. Eligibility is the minimum age and service requirement
that the plan requires as a condition of participation. IRC Section
410(a)(1) sets forth the maximum eligibility provisions the plan can
require: attainment of age 21 and 1 year of service. Plans may have
less restrictive eligibility provisions.
b. Date of participation (plan entry date). Plan entry is the date that
the plan allows entry into the plan once the eligibility provisions
have been met. IRC Section 410(a)(4) sets forth the requirement as
the earlier of the first day of the first plan year beginning after the
date on which the employee satisfied the minimum age and service
requirements or the date six months after the date on which the
employee satisfied the minimum age and service requirements.
c. Vesting and forfeitures. IRC Section 411 requires that each employee vest or own, at a minimum, a stated percentage of his or her
interest in the plan each year. A plan's vesting schedule will be set
out in a plan document. All employees must be 100 percent vested
by the time they attain normal retirement age under the plan and
when the plan is terminated. Amounts that are not vested may be
forfeited by the employees when they separate from service with
the employer. Forfeitures must not be applied to increase the benefits any employee would otherwise receive under the plan. (See
IRC Section 401[a][8].)
d. Annual benefit accrual. The annual benefit accrual is the amount of
benefit payable at the normal retirement date that is earned in one
year. The annual benefit accrual could be a stated dollar amount,
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a percentage of current pay, or a percentage of final pay. In a cash
balance plan, it may also include an annual interest credit.
e. Benefit distributions. The amount, timing, and form of benefits paid
to participants and beneficiaries are determined in accordance with
the plan document. Generally, the law requires plans to pay benefits no later than the time an employee reaches normal retirement
age, and many plans provide earlier payments under certain circumstances. The plan document should be consulted to determine
the distributable events provided for by the plan. Generally, DB
plans only allow participants to receive benefits once they have
reached normal retirement; however, some plans may have provisions for early retirement benefits. Federal law sets a mandatory
date by which a participant must start receiving benefits. This
mandatory start date generally is set to begin on April 1 following the calendar year in which the participant turns age 701 /2 or,
if later, when he or she retires. Some plans may require participants to begin receiving distributions even if they have not retired
by age 701 /2 . Unless the participant and his or her spouse choose
otherwise, a DB plan's form of payment will include a survivor's
benefit upon the participant's death. This survivor's benefit, a qualified joint and survivor annuity (QJSA), will provide payments over
the participant's and spouse's lifetimes. The benefit payment the
surviving spouse receives must be at least half of the benefit payment the participant received during his or her joint lifetime. If a
participant chooses not to receive the survivor's benefit, both the
participant and spouse must receive a written explanation of the
QJSA and, within certain time limits, make a written waiver that
is also signed by the spouse consenting to the alternative payment
form without a survivor's benefit. The spouse's signature must be
witnessed by a notary or plan representative. DB plans must offer
a benefit in the form of a life annuity, which means the participant
will receive equal, periodic payments, often as a monthly benefit,
that will continue for the rest of his or her life. Other forms of payment may also be provided for in the plan document, including a
single lump sum payment.
f. Accumulated plan benefits. A plan's obligation to pay future benefits is estimated as the present value of future benefit payments
attributable under the plan's provisions to employee service up
to the measurement date. The obligation is known as the actuarial present value of accumulated plan benefits and is determined
based upon the following: the benefit formula defined in the plan
document, the plan's demographics, mortality statistics, the plan's
expected turnover rates, the expected retirement age for plan participants, and the interest or discount rate. The actuarial assumptions are described in FASB Accounting Standards Codification
(ASC) 960, Plan Accounting—Defined Benefit Pension Plans, and
consider only employee service rendered to date and not future service. FASB ASC 960 requires use of current compensation levels
and does not assume future compensation changes. The actuarial
valuation is prepared under the supervision of an enrolled actuary. The actuary prepares information for funding purposes, including the minimum and maximum funding standards prescribed
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by the IRS and The Employee Retirement Income Security Act of
1974 (ERISA). Additionally, the actuary prepares the valuation of
the benefit obligation for both the plan sponsor's financial statements, as well as, the plan's financial statements. It should be
noted that plan sponsor accounting is described in FASB ASC 715,
Compensation—Retirement Benefits.
g. Minimum funding standard account. A plan's obligation to pay future benefits is estimated as the present value of future benefit
payments attributable under the plan's provisions to employee service up to the measurement date and is determined based upon
the following: the benefit formula, the plan's demographics, mortality statistics, the plan's expected turnover rates, the expected
retirement age for plan participants, and the interest or discount
rate.

Key Roles and Responsibilities
A-3 It is important to have an understanding of the roles and responsibilities
of those charged with governance as well as what has been delegated to the
key parties that are involved in the operation and administration of the various types of DB plans. An understanding of these roles and responsibilities can
be obtained from the plan document, collective bargaining agreement, trust
document, service agreements, insurance contracts, and internal policies and
procedures manuals. The key parties and responsibilities may include the following for a typical DB plan (also see the glossary for a more detailed definition
of certain terms):
Plan Sponsor
a. Plan sponsor. Typically, the employer or an employee organization,
such as a union, trade association, or professional association.
b. Plan administrator. An individual who is identified in the plan
document as having responsibility for managing the day-to-day administration and strategic decisions for the plan. The plan administrator can be the employer, a committee of employees, a company
executive, or someone hired for this purpose.
c. Plan participant. An employee who is covered by the plan, as well
as a beneficiary in the case of a deceased participant.
d. Audit committee or those charged with governance. The person(s)
with responsibility for overseeing the strategic direction of the plan
and obligations related to the accountability of the plan.
e. Administrative committee. Committee responsible for the administration of the plan. The administrative committee generally will
approve changes to the plan document. This committee may be
charged with governance and oversight of the plan.
f. Investment committee. Committee responsible for reviewing and
monitoring investment performance against the established investment policy. The investment committee will generally determine if
changes need to be made to the current investment mix. In some
organizations, the administrative committee responsibilities may
also include serving in the role of the investment committee.
g. Human resource or benefits department. Department within
the company that is generally responsible for the day-to-day
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administration of the plan operations, such as enrollment, distributions, and personnel information.
h. Treasury department. Department within the company that is generally responsible for the review of investments.
i. Finance or accounting department. Department within the company that is generally responsible for the preparation of the plan's
financial statements and review of the Form 5500.
j. Payroll department. Department within the company that is generally responsible for participants' earnings and census data, such as
hire date, termination or retirement date, gender, marital status,
and date of birth.
Service Providers
a. Trustee. The party who has the exclusive authority or discretion to
manage or administer the plan. The trustee can be subject to the
direction of a named fiduciary, and the named fiduciary can appoint
one or more investment managers for the plan's assets. A qualified
plan's assets must be held in trust and used solely to benefit the
participants of the plan. The trust must have at least one trustee
to handle contributions, plan investments, and distributions from
the plan. Note: If the plan is set up through insurance contracts,
the contracts do not need to be held in a trust.
b. Custodian. The custody of the plan's investments is entrusted to
a bank, an insurance entity, or a member of a national securities exchange that is responsible for their receipt, delivery, and
safekeeping under a contract. A custodian may also serve as the
trustee.
c. Investment manager or adviser. Generally provides investment advice, research services, and certain administrative services under
a contract.
d. Recordkeeper. Responsible for the maintenance of the individual
accounts of participants in a DB plan, such as a cash balance plan.
e. ERISA counsel. Legal counsel that has a specialization in the IRC,
ERISA, and legal matters surrounding plan operations.
f. Plan actuary. Specialist used by management who determines the
present value of accumulated plan benefits and the required annual
contributions. In some organizations, the actuary may also serve
as a third-party administrator for the calculation of participant
distributions.
g. Plan appraiser. Specialist used by management to value plan assets
based upon standardized appraisal methodologies.
h. Third-party pricing vendors. Sources used by plan management to
obtain pricing information for investments when the fair values do
not have observable inputs, such as quoted market prices.
i. Outside administrators. Service organizations that perform specific administrative functions that have been outsourced by plan
management, such as enrollment, payment of benefits, collection
of contributions for specific groups, annual tax compliance testing,
and data storage for personnel records.
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Plan Sponsor Responsibilities
A-4 The plan sponsor's responsibilities include general administration, contribution and enrollment processing, and distribution processing as follows:
a. General administration. The plan administrator generally provides
notice of eligibility to participants during new hire orientation. Employees are provided a copy of the summary plan description and
subsequent amendments via the summary of material modifications. The plan administrator must provide notices to all participants and beneficiaries whose rights under the plan will be temporarily suspended, limited, or restricted
b. Contribution and enrollment process. The plan sponsor monitors eligibility and enrollment. The plan sponsor is responsible for determining that the eligibility provisions of the plan are properly monitored and for the accuracy of contributions. Contribution records
are generally maintained on the payroll system. The information
includes the employee contribution if the plan is a contributory
plan. The contribution records (weekly, bi-weekly, semi-monthly,
or monthly) are utilized by the actuary to update participants' benefits for required employee contributions. These records are also
utilized by plan management to remit employee contributions to
the trust. An important completeness control is the reconciliation
of contributions among payroll and trust. Payroll records are often
reconciled annually with the actuary.
c. Participant records (employee data). Participant records are generally maintained on internal systems maintained by the employer or
third parties, such as human resource information systems or payroll systems. The information generally includes employee identification number, sex, marital status, employee classification, date
of birth, date of hire or rehire, rate of pay or hours worked, and
other forms of compensation. The records are updated on a recurring basis as information requires modification due to changes in
information for employee hires, termination, retirements, changes
in classification, or compensation. These records are often made
available to third-party service providers, such as the recordkeeper
(cash balance plans) or the actuary. Participant records are generally made available to the recordkeeper and actuary through
payroll feeds. The recordkeeper and actuary utilize the data feeds
to update participants' information for determination of eligibility, eligibility for distributions (based on terminations and retirements), final average compensation, and annual pay credits for a
cash balance plan. The recordkeeper and actuary at a minimum
will receive payroll feeds on an annual basis for the determination
of the cash balance plan pay credits, plan's benefit obligation, and
funding requirements. Many plans provide the information on a
more frequent basis.
d. Distribution process. The plan document describes the options
available to the participants. Distribution records are generally
maintained by the party responsible for calculating amounts available for distribution under the plan. As noted previously, the participant records will be utilized to determine if a participant is
eligible for a distribution. Once the determination of eligibility for
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distribution is determined, the responsible party will use participant records, such as age, final average compensation, years of
service, or marital status to determine the amount available for
distribution based upon the provisions of the plan. The approved
distribution is then communicated to the trustee for payment to
the participant or beneficiary. Distributions generally occur on a
recurring basis with monthly trust and distribution reports prepared summarizing distributions paid during the reporting period.
Note
The year-to-date listing of participant distributions from the distribution register should reconcile to the year–to-date totals reflected on the trust statement.
e. Participant account information (cash balance plan). Participant
account information for a cash balance plan is maintained by the
recordkeeper. The total of all such records generally are not the
books and records of the plan, but should be reconciled to the books
and records of the plan maintained by the trustee.
Note
Individual cash balance accounts and the total balance of all accounts will
generally not reconcile exactly to the actuarial present value of accumulated
plan benefits. This is because the actuarial valuation takes into consideration,
among other factors, mortality factors and the probability of payment.
f. Benefit obligation process. Participant information is provided to
the actuary as noted previously. These records provide the necessary updates to the plan's census data in order for the actuary to
compute the benefit obligation for the plan, as well as, for funding purposes. Information is generally provided by data feeds from
payroll or human resources systems.
Note
The accuracy and validity of the actuarial analysis are dependent on, among
other things, the quality of the data used. Actuaries use professional judgment
when determining whether and how to refine data or make modifications
within the analysis based upon the accuracy of the data. Important aspects of
data utilization used by the actuary include documentation and disclosure of
the sources of data, review of data, material biases resulting from data used
by the actuary, adjustments or corrections made to the data, and the extent
of reliance on data supplied by others. Typically, actuaries do not audit data,
thus, it is important that census data be reconciled to participant records.

Reports and Records
A-5 In addition to the typical records discussed in chapter 1, "Introduction and
Background," and in appendix A of chapter 5 of this guide, a DB plan will also
have the following:
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a. Census records. Census records are a summary of participant data
that is provided to the plan's actuary. These records provide the
necessary updates to the plan's census data. The updated information includes, new hires, rehires, vested terminations, nonvested
terminations, retirements, disabilities, and deaths, as well as updates to active employees data, such as changes in marital status
and compensation. (These records need to be retained in some form
for the life of the plan.)
b. Actuarial valuation reports. Actuarial valuation reports are reports
prepared by the plan's actuary that provide the actuarial present
value of accumulated plan benefits and the changes therein, aggregate participant benefit accruals, and annual funding requirements.
c. Participant account information. Participant account information
are records maintained for cash balance plans and for a plan that
requires or allows for employee contributions. This information
includes the cumulative activity in a participant's account that
represents the beginning of period balance, plus activity during
the reporting period which generally includes pay, interest credits,
and income, if applicable.
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Chapter 7

Health and Welfare Benefit Plans
Introduction and Scope
Note
This guide has been updated to include the following Accounting Standards
Updates (ASUs) issued by FASB whose provisions are not yet effective:

r
r

FASB ASU No. 2015-07, Fair Value Measurement (Topic 820): Disclosures for Investments in Certain Entities That Calculate Net Asset
Value per Share (or Its Equivalent) (a consensus of the FASB Emerging Issues Task Force)
FASB ASU No. 2015-12, Plan Accounting: Defined Benefit Pension
Plans (Topic 960), Defined Contribution Pension Plans (Topic 962),
Health and Welfare Benefit Plans (Topic 965): (Part I) Fully BenefitResponsive Investment Contracts, (Part II) Plan Investment Disclosures, (Part III) Measurement Date Practical Expedient (consensuses
of the FASB Emerging Issues Task Force). (Plans may early adopt
any of the three parts of this ASU individually, without early adopting the other parts but once a part is adopted it must be done so in
its entirety. See appendix I, "Schedule of Changes Made to the Text
From the Previous Edition," of this guide that identifies which part
of FASB ASU No. 2015-12 the revisions in this chapter relate to.)

Based on feedback from various sources, AICPA staff believe that many plans
will want to adopt FASB ASU No. 2015-07 and FASB ASU No. 2015-12 early
and therefore the provisions of these ASUs have been reflected in the body of
this guide.
For plans that are not early adopting these ASUs, the AICPA is continuing to offer the 2015 edition of the AICPA Audit and Accounting
Guide Employee Benefit Plans as a resource for users following the
requirements prior to the effective date of these ASUs.
See the section "Select Recent Developments" in the preface of this guide for
further discussion about these ASUs and their effective dates.
7.01 Health and welfare benefit plans (H&W plans) include plans that
provide the following:

r
r

Medical, dental, prescription drugs, vision, psychiatric, long-term
health care, life insurance, or accidental death or dismemberment
benefits
Benefits for postemployment (benefits for former or inactive employees after employment but before retirement), such as Consolidated Omnibus Budget Reconciliation Act (COBRA) benefits,
severance, or long-term or short-term disability
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Other benefits, such as sick leave, vacation, holiday, apprenticeship, tuition assistance, day care, dependent care, housing subsidies, or legal services
Postretirement benefits, such as medical, dental, prescription
drugs, vision, and life insurance benefits
Supplemental unemployment benefits

7.02 Benefits may be provided through insurance contracts, from net assets accumulated in a trust or the general assets of the employer, or a combination thereof. Regardless of the funding arrangement, the ultimate reporting
entity under the Employee Retirement Income Security Act of 1974 (ERISA) is
the plan and not the underlying trust(s).
7.03 This chapter applies to both defined benefit and defined contribution
H&W plans, defined as follows:
a. Defined benefit H&W plans. As defined in the FASB Accounting
Standards Codification (ASC) glossary, a defined benefit H&W
plan specifies a determinable benefit, which may be in the form
of a reimbursement to the covered plan participant or a direct payment to providers or third-party insurers for the cost of specified
services. Such plans may also include benefits that are payable as
a lump sum, such as death benefits. The level of benefits may be
defined or limited based on factors such as age, years of service,
and salary. Contributions may be determined by the plan's actuary or be based on premiums, actual claims paid, hours worked, or
other factors determined by the plan sponsor. Even when a plan is
funded pursuant to agreements that specify a fixed rate of employer
contributions (for example, a collectively bargained multiemployer
plan), such a plan may, nevertheless, be a defined benefit H&W
plan if its substance is to provide a defined benefit.
b. Defined contribution H&W plans. As defined by the FASB ASC
glossary, a defined contribution H&W plan maintains an individual account for each plan participant. The plan has terms that
specify the means of determining the contributions to participants'
accounts, rather than the amount of benefits the participants are
to receive. The benefits a plan participant will receive are limited
to the amount contributed to the participant's account, investment
experience, expenses, and any forfeitures allocated to the participant's account. These plans also include flexible spending arrangements (FSAs).

Note
Defined contribution H&W plans may also include vacation plans and health
reimbursement accounts (HRAs).
7.04 Certain H&W plans may contain both defined benefit and defined
contribution features in one plan, such as the inclusion of FSAs in a defined
benefit H&W plan. Some of the more common types of health and welfare
arrangements are described in more detail in appendix B, "Examples of Health
and Welfare Arrangements," of this chapter.
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Trust Arrangements
7.05 H&W plans are subject to the fiduciary, reporting, and other requirements of ERISA. Generally, no regulatory funding requirements exist;
however, a plan may establish a trust to hold assets to pay all or part of the
covered benefits, and the trust may or may not be tax-exempt. Assets may be
segregated and legally restricted under various types of trust arrangements
(or a combination of these), such as
a. a voluntary employee beneficiary association (VEBA), an IRC Section 501(c)(9) trust that is generally tax exempt (see paragraphs
7.159–.164).
b. a taxable trust, such as a grantor trust.
c. an IRC Section 401(h) account.
d. other funding vehicles.
7.06 Generally, if a trust exists, audited financial statements of the plan
may be required under ERISA. In certain instances, when a separate fund or
account is in the name of the plan to hold contributions and make distributions,
the plan may be deemed funded under ERISA even if that was not the intent.
A trust always exists for a multiemployer plan.
7.07 A trust may cover more than one plan, which may be the case if one
or more plans are utilizing a VEBA trust. These arrangements may also be
master trusts subject to the Department of Labor's (DOL's) master trust filing
requirements.

Defining the Reporting Entity
7.08 The reporting entity for an H&W plan can take many forms. Employers may sponsor multiple individual welfare benefit plans, and others may
sponsor individual health and welfare benefit programs, which are included in
a single plan (for example medical, dental, and vision). For ease of regulatory
reporting, some plan sponsors may decide to combine their individual plans or
programs into a single plan using a wrapper plan document (wrapper plans
are also known as "omnibus" or "umbrella" plans). Although the wrapper plan
document generally does not define plan terms or describe plan benefits, it does
provide the important documentation backbone shared by the plans wrapped
therein. The Financial Reporting Executive Committee (FinREC) recommends
that such wrapped plans or programs be accounted for similar to a merger
of two or more plans at the time the plans or programs are combined (see
paragraph 7.145 for guidance on merged plans).
7.09 Wrapper plans typically "wrap" together several welfare benefit programs into a single plan document. An unintended consequence of sponsoring a
single wrapper plan for all of an employer's benefit programs is the need to subject certain components of the wrapped plan to the DOL's audit requirement
that may not have otherwise required an audit (for example, life insurance
benefits). As such, some employers may choose to have more than one wrapper plan document for different plans, such as one for self-funded and one for
insured plans.
7.10 A review of the plan agreement; summary plan description; contracts with insurance companies; employee handbooks; previously filed Form
5500s, Annual Return/Report of Employee Benefit Plan; consultation with legal counsel; wrapper documents; and IRS determination letter is needed in
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the determination of the plan's reporting entity. Once the reporting entity has
been established, all plan transactions, including contributions, benefit payments, and expenses, whether paid through a trust or otherwise (for example,
some plans may pay only a portion of the plan's benefit payments and expenses
through a trust), should be recorded in the plan's financial statements. The
nature and design of the plan directly affects its accounting and reporting and
requires consideration of the following:

r
r
r
r

Who is covered by the plan. A plan may cover multiple types of participants, such as active employees, terminated employees under
COBRA, dependents, beneficiaries, retirees, union, and nonunion
employees.
Benefits. All benefits covered under the plan, whether paid
through a trust or otherwise, are to be included in the plan's
financial statements.
Who contributes. Participants may be required to contribute to
the cost of their benefits, or the plan sponsor may cover some or
all of the cost.
How are benefits funded. Benefits may be funded from contributions made to a trust or trusts, from the general assets of the plan
sponsor or a combination. Therefore, the trust may not include
all the activity of the plan. A plan may include programs that are
fully insured or self-funded or a combination thereof.

7.11 The IRC provides for certain types of tax-advantaged financial arrangements such as FSAs, health savings accounts (HSAs), and HRAs. See
appendix B of this chapter for a more detailed discussion of these types of arrangements. When an FSA, HSA, or HRA is wrapped into an H&W plan that
requires an audit, consultation with the plan's legal counsel may be needed
to aid in the determination about whether the FSA, HSA, or HRA activity
should be included in the plan's financial statements. Considerations in that
determination may include the sources of funding (for example, employer, participants, or both), who has legal title to the amounts in the accounts, how the
claims are adjudicated (for example, by employer, self-adjudicated by participant, or other), or whether a carry-forward provision exists in the next plan
year for unused amounts. In practice, these defined contribution arrangements
are commonly reported as follows:

r

r

AAG-EBP 7.11

FSAs and HRAs. If they are wrapped or a component of the H&W
plan, FinREC recommends that unused amounts available to participants at year-end be included in the plan's statement of net
assets available for benefits, and the associated activity (for example, contributions and benefits paid) be included in the plan's
statement of changes in net assets available for benefits. Claims
incurred before plan year-end that are submitted after year-end
(but before the date defined by the plan) along with the amount
and ultimate disposition of forfeited amounts are typically disclosed.
HSAs. If they are a component of the H&W plan, FinREC recommends disclosure that the arrangement exists, but that the associated activity be excluded from the plan's financial statements
because the plan is not obligated to pay the benefits.
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Background
Administration of a Health and Welfare Benefit Plan
7.12 The administration of an H&W plan involves several parties. Those
parties may include the following:

r
r
r
r
r
r
r
r
r
r

Plan sponsor
Plan administrator
ERISA legal counsel
Insurance company for fully insured benefits
Insurance company for stop-loss insurance
Claims processor (also referred to as claims adjudicator) for selffunded benefits
Outside administrators (commonly used for outsourced enrollment, eligibility, and contributions for COBRA and postretirement participants)
Actuary for calculation of the plan's benefit obligation (such as
claims incurred but not reported [IBNR], postemployment, and
postretirement obligations)
Pharmacy benefit managers (PBMs)
Other service providers

HIPAA Considerations
7.13 The Health Insurance Portability and Accountability Act (HIPAA)
establishes standards for the privacy and protection of individually identifiable electronic health information, as well as administrative simplification
standards. The rules include standards to protect the privacy of individually
identifiable health information.
7.14 The rules (applicable to health plans, health care clearing houses, and
certain health care providers, known collectively as "covered entities") present
standards with respect to the rights of individuals who are the subjects of this
information, procedures for the exercise of those rights, and the authorized and
required uses and disclosures of this information. HIPAA requires that plan
sponsors enter into a business associates agreement with any of their service
providers that have access to any protected health information (PHI). A plan
auditor is considered a business associate and would generally be required
to sign a business associate agreement. HIPAA privacy laws and business
associates agreement provisions require maintenance of the privacy of the
PHI.
7.15 Recent legislative changes that affect HIPAA create many additional
requirements, enforcement provisions and penalties for covered entities, business associates, vendors, and others.

Annual Health Care Process
7.16 The timing window on annual health care enrollment programs may
appear to be limited, but throughout the year there is significant process monitoring. Unlike retirement plans, sponsors of H&W plans typically go through
an annual comprehensive process to evaluate the health and welfare benefits
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they provide. As a result, it is not uncommon for changes to be made to the
benefits offered, vendors utilized, and cost sharing amounts on an annual basis. The health care process is important to understand because it will likely
affect audit risk assessments and audit planning, given contract changes, new
or changed systems, and new processes.
7.17 Exhibit 7-1, "The Health Care Process," illustrates the process. See
appendix A, "The Annual Health Care Process," of this chapter for further
details on each step in the process.

Exhibit 7-1: The Health Care Process
A. Annual Contract Negotiation With Service Providers
Plan sponsors assess existing contracts and then engage in contract negotiations with their service providers, giving consideration to any new legislation
or regulatory changes.
B. Employee Communication and Open Enrollment
Plan sponsors communicate the annual benefit offerings to eligible participants during the open enrollment process. Changes in benefit vendors, benefit
costs, options, and eligibility criteria (if any) are communicated at this time.
Participants then select their benefits and level of coverage.
C. Payroll, COBRA, and Retiree Contribution Process
Required contributions from eligible participants are input into applicable systems so the proper contributions can be withheld, collected, and remitted to
appropriate vendors.
D. Benefits Administration
Benefit claims are processed either internally or externally through a third
party. Edit checks are performed to evaluate the information. (Also see paragraph A-20 of appendix A of this chapter)
E. Funding or Payment of Service
Payments of claims or premiums are made based upon preestablished funding
criteria as documented in contractual agreements.

Health and Welfare Arrangements
7.18 The nature of a plan's health and welfare arrangements directly affects the method of accounting for the assets, liabilities, benefit obligations, and
related changes. In some arrangements, an insurance company may assume
all or a portion of the financial risk, or in others, a third party may provide only
administrative services, such as claims processing (see paragraphs 7.66–.70).
7.19 Some of the more common types of health and welfare arrangements
are described in more detail in appendix B of this chapter.

Accounting and Reporting for H&W Plans
7.20 This chapter describes accounting principles generally accepted in
the United States of America as promulgated by FASB (U.S. GAAP) for accounting and financial reporting for defined benefit and defined contribution
H&W plans as set forth in FASB ASC 965, Plan Accounting—Health and Welfare Benefit Plans. Other FASB ASC topics may also apply to H&W plans.
FASB ASC contains all authoritative U.S. GAAP. This chapter also provides
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guidance that has been supported by FinREC on the accounting, reporting, or
disclosure treatment of transactions or events that is not set forth in FASB ASC
and describes related auditing procedures and guidance for H&W plans. The
auditing guidance may be found under the section "Auditing Considerations
for H&W Plans."
7.21 This chapter does not address the preparation of financial statements
prepared in accordance with a special purpose framework, which is a cash,
tax, regulatory, or contractual basis of accounting (cash, tax, and regulatory
bases of accounting are commonly referred to as other comprehensive bases of
accounting); however, the plan's financial statements may be prepared on the
cash basis or modified cash basis, as permitted by DOL regulations.
7.22 AU-C section 700A, Forming an Opinion and Reporting on Financial
Statements (AICPA, Professional Standards), requires the auditor to evaluate whether the financial statements achieve fair presentation. In an audit of
special purpose financial statements, when the special purpose financial statements contain items that are the same as or similar to, those in financial statements prepared in accordance with accounting principles generally accepted in
the United States of America (GAAP), the auditor should evaluate whether the
financial statements include informative disclosures similar to those required
by GAAP. The auditor should also evaluate whether additional disclosures,
beyond those specifically required by the framework, related to matters that
are not specifically identified on the face of the financial statements or other
disclosures are necessary for the financial statements to achieve fair presentation. For example, these disclosures may include matters about related party
transactions, restrictions on assets, subsequent events, and significant uncertainties. In such circumstances, the special purpose financial statements would
include the same disclosure required by GAAP or disclosure that communicates
the substance of those requirements. Disclosures in special purpose financial
statements may substitute qualitative information for some of the quantitative
information required by GAAP or may provide information that communicates
the substance of those requirements.1
7.23 If the plan's financial statements are prepared on the cash or modified
cash basis of accounting, disclosure of the plan's benefit obligation information
as described in paragraph 7.28 would be considered necessary for the financial statements to achieve fair presentation. In addition, the auditor might
consider not disclosing or qualitatively disclosing information regarding accumulated plan benefits (such as the amount of the plan's estimated accumulated
plan benefits or accumulated benefit obligations, as applicable, and the amount
of accumulated benefit obligations by type, for example, claims payable, IBNR
claims, accumulated eligibility credits, and postretirement benefit obligations).
Normally the plan would be unable to properly communicate the substance of
these disclosures without providing the disclosures quantitatively. It may be
acceptable to condense some of the quantitative disclosures (for example, to
disclose the total amount currently payable to or for participants, beneficiaries, and dependents without breaking out how much relates to health claims
payable versus death and disability benefits payable). If such disclosures are
not made, the auditor should determine the effect on the auditor's report in

1
See paragraphs .17 and .A21–.A22 of AU-C section 800, Special Considerations—Audits of
Financial Statements Prepared in Accordance With Special Purpose Frameworks (AICPA, Professional
Standards).
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accordance with AU-C sections 700A and 705, Modifications to the Opinion in
the Independent Auditor's Report (AICPA, Professional Standards).
7.24 FASB ASC 715, Compensation—Retirement Benefits, provides standards of financial accounting and reporting by employers for health and welfare
benefits expected to be provided to a participant and his or her beneficiaries
after retirement. Although FASB ASC 715 does not apply to H&W plans, FASB
ASC 965 reflects certain of its measurement concepts (see paragraphs 7.111–
.119). Terminology used in discussing postretirement benefits in FASB ASC
965 and in this chapter is intended to follow usage and definitions provided in
FASB ASC 715.
7.25 FASB ASC 712, Compensation—Nonretirement Postemployment
Benefits, provides standards of financial accounting and reporting by employers for certain postemployment benefits provided to former or inactive employees after employment but before retirement. Benefits provided may include salary continuation, supplemental unemployment benefits, severance,
disability-related job training and counseling, and continuation of health care
and death benefits. Although FASB ASC 712 does not apply to H&W plans,
FASB ASC 965 reflects certain of its measurement concepts (see paragraphs
7.104–.110). Terminology used in discussing postemployment benefits in this
chapter is intended to follow usage and definitions provided in FASB ASC 712.

Financial Statements
Defined Benefit H&W Plan
7.26 According to FASB ASC 965-205-10-1, the objective of financial reporting by a defined benefit H&W plan is the same as that of a defined benefit
pension plan (DB plan); both types of plans provide a determinable benefit.
Accordingly, the primary objective of the financial statements of a defined benefit H&W plan is to provide financial information that is useful in assessing
the plan's present and future ability to pay its benefit obligations when due.
To accomplish that objective, a plan's financial statements should provide information about all of the following: (a) plan resources and the manner in
which the stewardship responsibility for those resources has been discharged,
(b) benefit obligations, (c) the results of transactions and events that affect
the information about those resources and obligations, and (d) other factors
necessary for users to understand the information provided.2
7.27 Per FASB ASC 965-205-45-1, the financial statements of a defined
benefit H&W plan prepared in accordance with GAAP3 should be prepared on
the accrual basis of accounting and include all of the following:
a. A statement of net assets available for benefits as of the end of the
plan year (see paragraphs 7.33–.74)4
2
It should be recognized that (a) information in addition to that contained in a plan's financial
statements is needed in assessing the plan's present and future ability to pay its benefit obligations
when due, and (b) financial statements for several plan years, rather than for a single year, may
provide more useful information in assessing the plan's future ability to pay benefit obligations.
3
Financial statements prepared in accordance with a special purpose framework, which includes
cash and modified cash, should disclose information regarding benefit obligations.
4
The Employee Retirement Income Security Act of 1974 (ERISA) requires that this statement
be presented in comparative form.
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b. A statement of changes in net assets available for benefits for the
year then ended (see paragraphs 7.75–.87)5
c. Information regarding the plan's benefit obligations as of the end
of the plan year (see paragraphs 7.88–.124)6
d. Information regarding the effects, if significant, of certain factors
affecting the year-to-year change in the plan's benefit obligations
(see paragraphs 7.125–.126)
7.28 Per FASB ASC 965-205-45-2, information about the benefit obligations should be presented in a separate statement, combined with other information on another financial statement, or presented in the notes to financial
statements. Regardless of the format selected, the plan financial statements
should present the benefit obligation information in its entirety in the same
location. The information should be presented in such reasonable detail as is
necessary to identify the nature and classification of the obligations.7

Defined Contribution H&W Plan
7.29 In accordance with FASB ASC 965-205-10-2, the objective of financial
reporting by a defined contribution H&W plan is to provide financial information that is useful in assessing the plan's present and future ability to pay its
benefits. To accomplish that objective, a plan's financial statements should provide information about all of the following: (a) plan resources and the manner in
which the stewardship responsibility for those resources has been discharged,
(b) the results of transactions and events that affect the information about
those resources, and (c) other factors necessary for users to understand the information provided. For example vacation, holiday, and legal are typical plans
whose benefits are limited to the balance in the participant's account. FinREC
notes that FSAs, HRAs, and HSAs also contain benefits that are limited to the
balance in the participant's account.
7.30 Per FASB ASC 965-205-45-3, the financial statements of a defined
contribution H&W plan prepared in accordance with GAAP should be prepared
on the accrual basis of accounting and include both of the following:
a. A statement of net assets available for benefits of the plan as of the
end of the plan year (see paragraphs 7.33–.74)8
b. A statement of changes in net assets available for benefits of the
plan for the year then ended (see paragraphs 7.75–.87)
7.31 FASB ASC 965-205-45-4 states that because a plan's obligation to
provide benefits is limited to the amounts accumulated in an individual's account, information regarding benefit obligations is not applicable.

5
FASB Accounting Standards Codification (ASC) 230-10-15-4 states that a statement of cash
flows is not required to be provided by a defined benefit pension plan that presents financial information in accordance with the provisions of FASB ASC 960, Plan Accounting—Defined Benefit Pension
Plan. Employee benefit plans are encouraged to include a statement of cash flows with their annual
financial statements when that statement would provide relevant information about the ability of the
plan to meet future obligations (for example, if the plan invests in assets that are not highly liquid or
obtains financing for investments).
6
ERISA requires that this statement be presented in comparative form.
7
Appendix E, "Illustrations of Financial Statements: Health and Welfare Benefit Plans," of this
guide provides illustrative financial statements of health and welfare benefit plans.
8
See footnote 4.
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Net Assets Available for Benefits
7.32 In accordance with "Pending Content" in FASB ASC 965-20-45-1, the
statement of net assets available for benefit of the plan should present amounts
for the following:
a. Total assets
b. Total liabilities
c. Net asset available for benefit

Cash (Auditing Ref: par. 7.176–.179)
7.33 Cash accounts are typically maintained for the payment of claims,
insurance premiums, or other plan transactions. Noninterest-bearing cash balances of H&W plans are not classified as an investment, but they are typically
shown as a separate line item on the financial statements.
7.34 Often noninterest-bearing cash balances consist of amounts which
are held in a suspense account or a clearing account until disposition of the
funds is determined or completed such as for participant contributions or claim
payments.
7.35 FinREC recommends that investments in short-term, highly liquid
investments, such as interest-bearing cash or overnight deposits, be included
as an investment rather than as a cash equivalent. The current Form 5500 also
requires interest-bearing cash to be reported as an investment on Schedule H,
line 4i—Schedule of Assets (Held At End of Year).
7.36 According to FASB ASC 230-10-15-4, a statement of cash flows is not
required to be provided by a DB plan that presents financial information in
accordance with the provisions of FASB ASC 960, Plan Accounting —Defined
Benefit Pension Plan. Other employee benefit plans that present financial information similar to that required by FASB ASC 960 (including the presentation
of plan investments at fair value) also are not required to provide a statement
of cash flows.
7.37 A definition of a cash equivalent need not be disclosed as required by
FASB ASC 230-10-45-6 when a statement of cash flows is not presented.

Investments (Auditing Ref: par. 7.180–.182)
7.38 Benefit plans may hold a wide array of investments, such as public
and private common stock of domestic and foreign companies; preferred stock,
domestic and foreign government bonds; corporate bonds; asset backed securities, including those issued by government agencies; guaranteed investment
contracts; insurance contracts; real estate; and derivatives, as well as registered investment companies (RICs) (for example, mutual funds), partnerships,
common trusts, pooled insurance company separate accounts (PSAs), unit investment trusts, real estate investment trusts, and others. In addition, many
of these investments are managed by an investment manager. However, due to
the nature of a H&W plan, certain plans may only hold cash and short-term investments, such as interest-bearing cash, money market accounts, repurchase
agreements, and other short-term investments.
7.39 In accordance with "Pending Content" in FASB ASC 965-325-35-2A,
if a plan's fiscal year-end does not coincide with a month-end, the plan may
measure investments and investment-related accounts (for example, a liability
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for a pending trade with a broker) using the month-end that is closest to the
plan's fiscal year-end. That election should be applied consistently from year
to year.
7.40 According to "Pending Content" in FASB ASC 965-325-35-1, plan
investments, whether they are in the form of equity or debt securities, real
estate, or other investments (excluding insurance contracts and fully benefitresponsive investment contracts [see FASB ASC 965-325-35-3 for special provisions on the valuation of insurance contracts and FASB ASC 965-325-35-8
for special provisions on the valuation of fully benefit-responsive investment
contracts]) should be reported at their fair value less costs to sell, if significant, at the financial statement date.9 FASB ASC 965-325-35-1A states that
if significant, the fair value of an investment should be reduced by brokerage
commissions and other costs normally incurred in a sale.
7.41 As defined in the FASB ASC glossary, fair value of plan investments is
the price that would be received to sell an asset or paid to transfer a liability in
an orderly transaction between market participants at the measurement date.
Although GAAP does not require disclosure of original cost of investments in
the financial statements, original cost of investments is required to be disclosed
on certain supplemental schedules to the Form 5500.
Note
Readers of this guide should refer to chapter 8, "Investments," for an in depth
discussion of the investments unique to H&W plans that are described in this
chapter, as well as a discussion of investments not covered in this chapter.
7.42 Some of the more unique investment types or methods of holding
investments for H&W plans are discussed in the following sections:
a.
b.
c.
d.
e.

Common funds
Insurance contracts
Investment contracts
Master trusts
Trust owned life insurance (TOLI)

Common Trust Funds (Auditing Ref: par. 7.183)
7.43 A common fund is a fund managed by a bank or entity with trust
powers exclusively for the collective investment of assets from several trust
accounts. Common trust funds are similar to open-end mutual funds but are not
registered with the SEC; instead they are regulated by the Comptroller of the
Currency. H&W plans and VEBA trusts are precluded from investing in bank
managed collective funds because all participants in a collective fund must be
entities tax exempt under IRC Section 401(a) or public retirement systems.
As such, common funds are used by trust departments to efficiently manage
9
In accordance with FASB ASC 965-320-25-1, the accrual basis of accounting requires that
purchases of securities be recorded on a trade-date basis. However, if the settlement date is later than
the financial statement date, and (a) the fair value less costs to sell, if significant, of the securities
purchased just before the financial statement date does not change significantly from the trade date
to the financial statement date, and (b) the purchases do not significantly affect the composition of
the plan's assets available for benefits, accounting on a settlement-date basis for such purchases is
acceptable.
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the assets of other clients (such as VEBA trusts, foundations, and endowments)
through a commingled fund. See chapter 8 of this guide for required disclosures
related to fair value measurements in accordance with FASB ASC 820, Fair
Value Measurement, including the fair value measurement of investments in
certain entities that calculate net asset value per share.

Insurance and Investment Contracts (Auditing Ref: par. 7.184)
7.44 The terms insurance contract and investment contract are used in this
chapter as those terms are described for accounting purposes in FASB ASC 944,
Financial Services—Insurance. See paragraphs 6.26–.28 of this guide.

Insurance Contracts
7.45 According to FASB ASC 965-325-35-3, insurance contracts should be
presented in the same manner as specified in the annual report filed by the
plan with certain governmental agencies pursuant to ERISA; that is, either at
fair value or at amounts determined by the insurance entity (contract value).
7.46 The current Form 5500 permits unallocated insurance contracts to be
reported at either current value or as determined on the Schedule A, Insurance
Information, which is contract value. This is an exception to the general requirement of FASB ASC 965 that plan investments be presented at fair value,
less costs to sell, if significant. Plans not subject to ERISA should present insurance contracts as if the plans were subject to the reporting requirements of
ERISA. See paragraphs 6.32–.36 of this guide for a description of allocated and
unallocated funding arrangements.

Investment Contracts
7.47 Investment contracts held by defined benefit H&W plans should be
reported at their fair values as stated in FASB ASC 965-325-35-2.
7.48 As noted previously in paragraph 7.03, defined contribution H&W
plans provide benefits that are limited to the amount contributed to the participant's account, expenses, and any forfeitures allocated to the participant's
account. In such plans, plan participants have a vested interest in monitoring
the financial condition and operations of the plan because they bear investment
risk under these plans, and plan transactions can directly affect their benefits
(for example, investment mix and risk and return).

Fully Benefit-Responsive Investment Contracts
7.49 According to FASB ASC 965-325-35-8, contract value is the relevant
measure for the portion of the net assets available for benefits of a defined contribution H&W plan attributable to fully benefit-responsive investment contracts. See paragraphs 5.39–.45 of this guide for further guidance on fully
benefit-responsive investment contracts.
Note
Fully benefit-responsive investment contracts as defined by the FASB ASC
glossary, is limited to direct investments between the plan and the issuer. Plans may indirectly hold fully benefit-responsive investment contracts
through beneficial ownership of common or collective trusts (CCTs) (which
own investment contracts). Insurance company pooled separate accounts
(PSAs) that hold investment contracts also have similar characteristics. When
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CCTs and PSAs hold fully benefit-responsive investment contracts, the plan's
investment in the CCT or PSA are not considered to be fully benefit-responsive
investment contracts, and should be reported at fair value. See chapter 8 of
this guide for required disclosures related to fair value measurements in
accordance with FASB ASC 820.

Master Trusts (Auditing Ref: par. 7.185)
7.50 A master trust is a trust account made up of assets of some or all
of the employee benefit plans of a company that sponsors more than one plan
or a group of corporations under common control. Typically, each plan has an
undivided interest in the assets of the trust, and ownership is represented by
a record of proportionate dollar interest or by units of participation.
7.51 In accordance with FASB ASC 960-30-45-11, investments in master
trusts are presented as a single line item in the statement of net assets available
for benefits. See chapter 8 of this guide for further guidance on accounting and
reporting investments held in master trusts.
Note
In practice, some employers have commingled the assets of multiple plans
they sponsor without formally establishing a master trust agreement. Determination of the appropriate financial statement and Form 5500 reporting for
such arrangements needs to be considered.

Trust Owned Life Insurance (Auditing Ref: par. 7.186)
7.52 Certain H&W plans invest in TOLI policies administered by insurance entities. The TOLI is an investment vehicle designed to increase the tax
efficiency of the plan's investments through an arrangement that has the tax
benefits of insurance and rate of returns and risk of mutual fund investments.
The insurance entity issues life insurance policies on a portion of the plan
participants in which the plan is the owner and beneficiary of the policy. The
insurance premiums are paid out of the investment in the TOLI to the insurance entity, and the death payments are either reinvested in the TOLI or paid
to the plan (at the plan's discretion). Under the terms of these arrangements,
the premiums paid to the insurance entity (less certain fees) are held in a separate account by the insurance entity to pay death benefits estimated to be paid
during the year. At the end of each year, the insurance entity calculates the
actual amount that should have been charged in the previous year using the
actual experience rate of the policy. This amount is compared to the amount
held in the separate account, and the investment account is either increased
for any amounts due the plan or deducted for any amounts due the insurance
entity.
7.53 Typically, the TOLI investment, if invested in single premium whole
life policies, is recorded at contract value (cash surrender value) as provided
by the issuer. The cash surrender value of the TOLI is the value that could be
received by the trust at the balance sheet date if the contract were terminated.
If invested in a policy other than a single premium whole life insurance policy,
then the TOLI investment is reported at fair value based upon the underlying assets held in the contract. These contracts generally have no surrender

©2016, AICPA

AAG-EBP 7.53

384

Employee Benefit Plans

charges and no significant withdrawal limitations other than it may take two
to three weeks for the insurance company to cash out from the various investments.
Note
Technical Questions and Answers (Q&A) section 2240.06, "Measurement of
Cash Value Life Insurance Policy" (AICPA, Technical Questions and Answers), provides guidance on how a company should measure and record a
cash value life insurance policy that it purchases for itself on the company's
balance sheet.

Presentation of Plan Investments
7.54 In accordance with FASB ASC 965-325-45-1, information regarding a plan's investments should be presented in enough detail to identify the
types of investments and should indicate whether reported fair values have
been measured by quoted prices in an active market or have been determined
otherwise (paragraphs 7.130–.144 include additional disclosures related to investments). In accordance with "Pending Content" in FASB ASC 965-325-45-2,
investments measured using fair value in the statement of net assets available
for benefits or in the notes should be presented by general type, such as (a)
registered investment companies (for example, mutual funds), (b) government
securities, (c) short-term securities, (d) corporate bonds, (e) common stock, (f)
mortgages, (g) real estate.
Note
The employer may want to use the classification of plan assets as reported
in the employer's financial statements under FASB ASC 715-20-50-5 in the
plan's financial statements to meet the requirements for disclosing plan investments by type. In accordance with FASB ASC 715-20-50-5 examples of
classes of assets could include, but are not limited to, cash and cash equivalents; equity securities (segregated by industry type, company size, or investment objective); debt securities issued by national, state, and local governments; corporate debt securities; asset-backed securities; structured debt;
derivatives on a gross basis (segregated by type of underlying risk in the
contract, for example, interest rate contracts, foreign exchange contracts, equity contracts, commodity contracts, credit contracts, and other contracts);
investment funds (segregated by type of fund); and real estate. These examples are not meant to be all inclusive. FinREC believes that the classification,
as set forth in "Pending Content" in FASB ASC 715-20-50-5 would also meet
the requirements for disclosing plan investments by type under FASB ASC
965-325-45-1. The examples of classifications, as described in "Pending Content" in FASB ASC 715-20-50-5, provide a greater detail of investments by
type than what is currently required under "Pending Content" in FASB ASC
965-325-45-2.

401(h) Accounts (Auditing Ref: par. 7.187)
7.55 FASB ASC 965-205-45-6 states that certain retiree health benefits
may be funded through a 401(h) account in a DB plan, pursuant to Section
401(h) of the IRC. Refer to paragraphs 6.48–.55 in this guide for a detailed
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discussion of 401(h) accounts. The 401(h) account assets and liabilities used
to fund retiree health benefits, and the changes in those assets and liabilities
should be reported in the financial statements of the H&W plan. According to
FASB ASC 965-205-45-7, the 401(h) account assets and liabilities and changes
in them can be shown in the H&W plan financial statements in either of the
following ways:
a. As a single line item on the face of the financial statements
b. Included in individual line items with separate disclosure in the
notes to the financial statements about the 401(h) amounts included in those individual line items
7.56 In accordance with FASB ASC 965-205-45-8, if the assets and liabilities are shown as a single line item in the statement of net assets, the changes
in net assets also should be shown as a single line item in the statement of
changes in net assets. If the assets and liabilities are included in individual
asset and liability line items in the statement of net assets, the changes in
individual 401(h) amounts should be included in the changes in the individual
line items in the statement of changes in net assets, with separate disclosure
in the notes to the financial statements about the 401(h) amounts included in
those individual line items. FASB ASC 965-205-50-2 states the notes to the
financial statements should disclose the significant components of net assets
and changes in net assets of the 401(h) account. FASB ASC 965-205-45-8 also
states the 401(h) obligations should be reported in the H&W plan's statement of
benefit obligations. Likewise, the H&W plan's statement of changes in benefit
obligations should include claims paid through the 401(h) account.
7.57 In accordance with FASB ASC 965-205-50-3, if retiree health benefit
obligations are funded partially through a 401(h) account of the DB plan, the
plan should also disclose the fact that the assets are available only to pay
retiree health benefits. The notes to the financial statements should disclose
the significant components of net assets and changes in net assets of the 401(h)
account. Additionally, the notes should include a reconciliation of amounts
reported in the financial statements to the amounts reported in the Form 5500.
7.58 FASB ASC 965-205-50-4 states that because ERISA requires 401(h)
accounts to be reported as assets of the pension plan, a reconciliation of the net
assets reported in the financial statements to those reported in the Form 5500
is required for the H&W plan.
Note
Any assets held for investment purposes in the 401(h) account should be
shown on the Form 5500, Schedule H, line 4i—Schedule of Assets (Held at
End of Year). The Form 5500, Schedule H, line 4j—Schedule of Reportable
Transactions, should show 5 percent reportable transactions of assets held in
the 401(h) account for the DB plan.

Contributions and Contributions Receivable (Auditing Ref:
par. 7.188–.192)
7.59 Contributions made to a H&W plan can come from employer contributions, participant contributions (for example, active or inactive employees,
retirees, or COBRA participants), or a combination of both.
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7.60 According to FASB ASC glossary, contributions receivable are the
amounts due, as of the date of the financial statements, to the plan from employers, participants, and other sources of funding (for example, state subsidies
or federal grants), each of which should be separately identified as required by
FASB ASC 965-310-45-1. Contributions receivable include amounts due pursuant to firm commitments, as well as legal or contractual requirements. Per
FASB ASC 965-310-25-1, with respect to employer contributions recognized
pursuant to a formal commitment, evidence of such a commitment may include any of the following: (a) a resolution by the employer's governing body
approving a specified contribution; (b) a consistent pattern of making payments
after the end of the plan year, pursuant to an established funding policy that
attributes such subsequent payments to the preceding plan year; (c) a deduction of a contribution for federal income tax purposes for periods ending on or
before the financial statement date; or (d) the employer's recognition as of the
financial statement date of a contribution payable to the plan. The existence of
an accrued liability in the employer's statement of financial position or a plan's
benefit obligations exceeding its net assets available for benefit obligations
does not, by itself, provide sufficient support for recognition of a contribution
receivable by the plan. According to FASB ASC 965-310-35-1, contributions
receivable should include an allowance for estimated uncollectible amounts.
7.61 Defined benefit H&W plans typically pay claims on a pay-as-you-gobasis.10 Participants may pay a portion of the claims but, typically, a significant
portion of the claims are funded by the plan or the plan sponsor. Benefit obligations recorded as of the plan year-end include claims payable, IBNR claims,
premiums due to insurance companies, postemployment benefits, accumulated
eligibility credits, and postretirement benefits. Unlike a DB plan or defined contribution retirement plan (DC plan), often H&W plans have few investments
because claims are funded as needed.
7.62 For defined benefit H&W plans, FinREC recommends that a receivable from the employer be accrued equal to the liability for claims IBNR for
participant claims if, as of the date of the financial statements, there is a legal or
contractual requirement for the employer to fund the specific amount. This legal
or contractual requirement generally does not exist for single employer plans.

Other Receivables (Auditing Ref: par. 7.193–.195)
7.63 H&W plans can have other receivables, including those associated
with contractual relationships. Whether a rebate or refund is due to the employer or the plan is determined based upon the service provider agreements.
See paragraph 7.64 for a discussion of rebates and refunds receivable and paragraph 7.65 for a discussion of receivables due to subsidies. Some examples of
other receivables include the following:

r

Investment related receivables, such as the following:
—

Interest and dividend income

—

Securities lending income

—

Amounts due from brokers for securities sold

—

Derivative related activity (for example, receivable for
variation margin and foreign currency forward contracts)

10
Generally, a plan sponsor contributes to the plan as claims are due to be paid by the plan to
reimburse claims paid by a third-party administrator rather than prefunding the plan.
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Fee reimbursements (for example, from plan sponsor or service
providers)
Prescription drug rebate programs
Refunds (for example, duplicate claims or favorable experiencerated insurance contract adjustments)
Recoveries (for example, receivable from subrogation, spousal coverage, automobile insurance)
Amounts due from plan sponsors or others relating to operational
defects
Reimbursements for nonexempt transactions
Legal settlements
Government subsidies

Refunds or Rebates
7.64 When a rebate or refund from service providers is contractually due
to the plan, FinREC recommends that such rebates or refunds be recorded as
plan assets if collection is probable and the amount can be reasonably estimated. If the amount cannot be reasonably estimated, such amounts should be
recorded when received with appropriate disclosure. If the associated benefit
has been paid, rebates and refunds should be recorded as an offset to benefit
payments or premium payments, as applicable, with appropriate disclosure.
In circumstances in which the plan sponsor is contractually due the rebate or
refund, the plan should consider disclosing the existence of such programs.

Subsidies
7.65 When a plan sponsor has a H&W plan, the benefits may qualify
for certain subsidies from a government agency. The subsidy may be paid
in various ways (for example, directly to the plan sponsor rather than the
plan or as a deduction on the plan sponsor's payroll tax return). Each subsidy
should be evaluated separately. If the subsidy is legally due the plan, the
recording of a receivable may be appropriate. The primary objective of the
financial statements of a H&W plan is to provide financial information that
is useful in assessing the plan's present and future ability to pay its benefit
obligations when due. Therefore, an amount to be paid to the plan sponsor that
does not reduce the amount of benefits that need to be covered by the plan's
assets and future employer contributions should not be reflected in the plan's
financial statements. If the plan sponsor is not required to use the subsidy to
fund benefits and may use it for any valid business purpose, the amount should
not be recorded as a receivable on the plan's financial statements.
Note: Medicare Prescription Drug Subsidy
For guidance on the effects of the Medicare Prescription Drug Subsidy on an
H&W plan's postretirement benefit obligation, see paragraph 7.120, Q&A section 6931.05, "Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription Drug, Improvement and Modernization Act of 2003," and Q&A section 6931.06, "Accounting
and Disclosure Requirements for Multiemployer Employee Benefit Plans Related to the Medicare Prescription Drug, Improvement and Modernization
Act of 2003" (AICPA, Technical Questions and Answers).
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Deposits With and Receivables From Insurance Companies and
Other Service Providers (Auditing Ref: par. 7.196–.198)
7.66 Per FASB ASC 965-310-25-2, whether a premium paid to an insurance entity represents payment for the transfer of risk or merely represents
a deposit will depend on the circumstances of the arrangement. The nature of
payments made to an insurance entity should be analyzed to determine the
extent to which financial risk has been transferred from the plan to the insurance entity. Insurance entities may require that a deposit be maintained that
can be applied against possible future losses in excess of current premiums.
7.67 Per FASB ASC 965-310-25-3, these deposits should be reported as
plan assets until such amounts are used to pay premiums. Similarly, premium
stabilization reserves, which exist when premiums paid to an insurance entity
exceed the total of claims paid, and other charges are held by an insurance
entity and used to reduce future premium payments. Premium stabilization
reserves generally should be reported as assets of the plan until such amounts
are used to pay premiums. If such reserves are forfeitable when the insurance
contract terminates, this possibility should be considered in recognizing this
asset.
7.68 FASB ASC 965-310-50-1 requires the nature of payments made to
insurance entities to be disclosed for both of the following:
a. Deposits required to be maintained to be applied against future
losses in excess of current premium
b. Premium stabilization reserves
7.69 According to FASB ASC 965-10-05-8, certain group insurance contracts covering H&W plans include a provision for a refund at the end of the
policy year of the excess of premiums paid over the total of paid claims, required
reserves, and the fee charged by the insurance entity. Often, such experiencerating refunds (or dividends) are not determined by the insurance entity for
several months after the end of the policy year. Per FASB ASC 965-310-25-3,
in the case of experience-rating refunds, and in cases when the policy year
does not coincide with the plan's fiscal year, the refund due as of the financial statement date should be reported as a plan asset if it is probable that a
refund is due and the amount can be reasonably estimated. FASB ASC 965310-50-2 requires that if the amount of the refund due from an insurance
entity for experience-rating cannot be reasonably estimated, that fact should
be disclosed.
7.70 According to FASB ASC 965-310-40-1, service providers may require
that deposits by the plan be applied against claims paid on behalf of plan
participants. Such deposits should be reported as plan assets until the deposit
is applied against paid claims.
Note
It may be necessary to report the deposit as an investment on the Form 5500,
Schedule H, line 4i—Schedule of Assets (Held at End of Year), if the deposit
account earns interest.
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Operating Assets (Auditing Ref: par. 7.199)
7.71 According to FASB ASC 965-360-35-1, plan assets used in plan operations should be reported at cost less accumulated depreciation or amortization
and may consist of any of the following:
a. Buildings
b. Equipment
c. Furniture and fixtures
d. Leasehold improvements
7.72 FASB ASC 360, Property, Plant, and Equipment, addresses accounting for the impairment of long-lived assets for assets to be held and used and
assets to be disposed of. FASB ASC 360-10-35-21 requires that long-lived assets to be held and used by the plan, such as real estate owned by the plan
for plan operations, be tested for recoverability whenever events or changes
in circumstances indicate that the carrying amount may not be recoverable.
Long-lived assets to be abandoned or exchanged for a similar productive asset
should be considered held and used until disposed of. FASB ASC 360-10-35-43
states that long-lived assets classified as held for sale should be measured at
the lower of its carrying amount or fair value less cost to sell. A long-lived
asset should not be depreciated while it is held for sale. See FASB ASC 360 for
further accounting and disclosure requirements.
Update 7-1 Accounting and Reporting: Revenue From Contracts
With Customers
FASB ASU No. 2014-09, Revenue from Contracts with Customers (Topic 606),
issued in May 2014, is effective (as amended by FASB ASU No. 2015-14,
Revenue from Contracts with Customers (Topic 606): Deferral of the Effective
Date) for annual reporting periods of a public business entity, a not-for-profit
entity that has issued, or is a conduit bond obligor for, securities that are
traded, listed, or quoted on an exchange or an over-the-counter market, and
an employee benefit plan that files or furnishes financial statements with
or to the SEC should apply the "Pending Content" that links to FASB ASC
606-10-65-1 for annual reporting periods beginning after December 15, 2017,
including interim reporting periods within that reporting period. Earlier application is permitted only as of annual reporting periods beginning after December 15, 2016, including interim reporting periods within that reporting
period.
For other entities, FASB ASU No. 2014-09 is effective for annual reporting
periods beginning after December 15, 2018, and interim periods within annual periods beginning after December 15, 2019. Other entities may elect to
adopt the standard earlier, however, only as of either

r
r

an annual reporting period beginning after December 15, 2016, including interim periods within that reporting period, or
an annual reporting period beginning after December 15, 2016, and
interim periods within annual periods beginning one year after the
annual reporting period in which an entity first applies the "Pending
Content" that links to FASB ASC 606-10-65-1.
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Accrued Liabilities (Auditing Ref: par. 7.200–.202)
7.73 A plan may have liabilities (other than for benefits) that should
be accrued, in accordance with FASB ASC 965-20-25-1. Such liabilities may
include the following:

r
r
r
r
r
r
r

Accrued expenses (for example, third-party administrator, investment management, trustee, recordkeeping, actuarial, and professional fees incurred during the period)
Amounts due to claims processors on behalf of the plan
Amounts owed for securities purchased or other investmentrelated payables
Obligations to return securities lending collateral
Derivative related payables
Income taxes payable by the plan
Amounts due to the plan sponsor (for example, the reimbursement
of plan expenses as permitted by the plan document)

7.74 These liabilities should be deducted to arrive at net assets available
for benefits. The total amount of claims payable (benefit claims that have been
processed and approved for payment, but not paid), premiums payable, and
claims IBNR are included in the "Amounts Currently Payable" section of the
plan's statement of obligations or in the notes to the financial statements. As
such, these amounts should not be accrued as liabilities on the plan's statement
of net assets. Such obligations would, however, be recorded as liabilities in the
plan's Form 5500, thereby creating the need for a reconciliation of net assets
and changes therein between the financial statements and the Form 5500
and included in the notes to the financial statements to the plan's financial
statements. See paragraph 7.130l for further discussion of reconciling items to
the Form 5500.

Changes in Net Assets Available for Benefits
7.75 According to FASB ASC 965-20-45-3, the statement of changes in net
assets available for benefits should be presented in enough detail to identify
the significant changes during the year, including, as applicable, the following:
a. Contributions from employers segregated between cash and noncash contributions. FASB ASC 965-20-30-1 requires a noncash contribution to be recorded at fair value less costs to sell, if significant,
at the date of the contribution.
b. The nature of noncash contributions described either parenthetically or in the notes to the financial statements.
c. Contributions from participants, including those collected and remitted by the plan sponsor.
d. Contributions from other identified sources (for example, state subsidies or federal grants).
e. The net appreciation or depreciation in fair value. Net appreciation
or depreciation includes realized gains and losses on investments
that were both purchased and sold during the period as well as
unrealized appreciation or depreciation of the investments held at
year-end.
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f. Investment income, excluding the net appreciation or depreciation.
Certain registered investment companies and other investment
funds pay dividends or capital gain distributions that are reinvested into the plan. FinREC recommends dividends be considered investment income and shown separately from changes in fair
value. FinREC recommends capital gain distributions be considered investment income and shown separately from changes in fair
value or included as part of the net change in fair value.
g. Income taxes paid or payable, if applicable.
Note
For example, unrelated business income tax expense.
h. Payments of claims, excluding payments made by an insurance
entity pursuant to contracts that are excluded from plan assets.
i. Payments of premiums to insurance entities to purchase contracts
that are excluded from plan assets.11
j. Operating and administrative expenses.
Note
See DOL Advisory Opinion No. 2001-01A for guidance on reasonable expenses
of administering the plan and paragraph 7.84.
k. Other changes (such as transfers of assets to or from other plans),
if significant.
7.76 In accordance with FASB ASC 965-20-45-4, the list of minimum
disclosures is not intended to define the degree of detail or the manner of
presenting the information, and subclassifications or additional classifications
may be useful.
7.77 FinREC recommends that the following items also be presented separately, if they are significant:
a. Other employer contributions or other income, including fee income
from securities loaned and from miscellaneous sources, such as
reimbursements for lost income or operational defects
b. Other expenses, such as interest expense on debt or short sales,
bank borrowings, margin accounts, and reverse repurchase agreements
c. Transfers of assets to or from other plans, including transfers associated with mergers and spinoffs (see paragraphs 7.144–.146)

Benefit Payments (Auditing Ref: par. 7.203–.209)
7.78 Benefits are recorded when paid as all net assets of the plan are available to pay benefits. Each H&W plan contains provisions for who is entitled to
11

Refer to paragraphs 8.52–.58 of this guide for further discussion of allocated insurance con-

tracts.
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receive benefits under the plan (for example, eligible participants, dependents,
beneficiaries) and what type of benefits are covered. Benefit payments take on
several different forms, such as health claim payments or periodic payments
for welfare benefits, such as sick leave, vacation, holiday, or severance benefits.
Benefits to be provided through insurance contracts under which an insurance
company is obligated to pay the benefits would be excluded from the assets of
the plan. The plan administrator, or his or her agent, is responsible for determining that any distributions of plan assets satisfy the requirements set forth
in the plan instrument and related documents and are otherwise consistent
with ERISA.

Insurance Premiums (Auditing Ref: par. 7.210–.212)
7.79 For insured H&W benefits, the employer purchases insurance coverage from an insurance entity and the insurance entity assumes the risk for
payment of claims. Periodic premium collected by the insurance entity is based
on the policy terms.

Stop Loss
7.80 As defined in appendix B of this chapter, the insurance company
assumes the benefit obligation in excess of the defined limits. Consistent with
the presumption of the reporting entity, FinREC recommends that capturing
all activity associated with providing the health program is most meaningful
to financial statement users, and that in order for financial statement users
to fully understand the costs of such health programs and to appropriately
reflect the true plan obligations, amounts due from stop-loss insurers should
be included in the plan's financial information.
7.81 As such, FinREC recommends that stop-loss premiums paid, whether
paid by the plan or plan sponsor, be recorded as an expense of the plan. Stoploss amounts due to the plan or trust from insurers should be recorded as an
asset with a corresponding offset to benefit payments if the benefit has been
paid. Appropriate disclosure should be made regarding the amount of stop-loss
recoveries that have been netted against benefits paid.
7.82 Although not commonplace, FinREC recognizes that there may be instances when recording stop-loss activity in the plan's financial statement may
not be appropriate given the numerous variations and extensions of coverage
that are available in the marketplace. Amounts payable to the plan sponsor
that do not reduce the amount of benefits that need to be covered by the plan's
assets and future employer contributions may not need to be reflected in the
plan's financial statements. In such circumstances, the plan should consider
disclosure of the existence of such stop-loss arrangements and the fact that the
plan's financial statements do not reflect any amounts associated with such
arrangements.
7.83 Numerous factors should be considered when determining if such
activity should be included in the plan's financial statements including, but
not limited to, the following:

r
r
r
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Who is entitled to receive the reimbursement (plan or plan sponsor)

Plan Expenses (Auditing Ref: par. 7.213–.216)
7.84 Certain expenses may be paid on behalf of the plan by the plan sponsor. H&W plans may pay administrative and investment-related expenses if
the plan document allows for such payments. Payment of improper expenses
by the plan is a breach of fiduciary duties and may be considered a nonexempt
transaction. For example, expenses incurred relating to the formation of the
plan (such as settlor functions) would not be considered reasonable expenses
for the plan. Settlor functions include decisions relating to the formation, design, and termination of the plan.12 Expenses incurred related to implementing
settlor decisions may be reasonable expenses of the plan. See the DOL-issued
publication, Understanding Retirement Plan Fees and Expenses, and DOL Advisory Opinion No. 2001-01A to better understand and evaluate plan fees and
expenses.
7.85 In certain instances, it may be difficult to understand the nature
of the plan administrative expenses because they are often netted against
income or there may be other arrangements resulting in expenses not being
apparent on the service provider statements. Plan administrative expenses
may be paid directly by the plan from trust earnings, employer contributions,
or employee reimbursements as permitted by the plan document. The policy
for paying such expenses should be applied consistently from year to year. See
paragraphs 7.130d and 7.131 of this guide for guidance on financial statement
disclosures as well as chapter 9, "Plan Tax Status," of this guide for tax status
considerations.
7.86 When plan expenses are paid from the general assets of the plan
sponsor but are directly related to the plan, FinREC recommends the expenses
be presented in the plan's financial statements so that financial statement
users can fully understand the costs associated with the plan and the financial
statements can reflect the true expenses of the plan. Capturing all activity
associated with the plan is most meaningful to financial statement users.
7.87 Typical allowable plan expenses may include the following:

r
r
r
r
r
r
r
r

Investment management
Trustee
Custodian
Claims processing
Recordkeeping and compliance
Professional fees (such as auditing, attorney, actuarial, and consulting fees)
Operating expenses (such as provider access fees, preferred
provider organization [PPO] network fees, PBM administration
expenses, expenses for medical reviews and second opinions,
HIPAA, and compliance fees)
Reimbursement of plan sponsor direct costs, such as plan administrative salaries and other administrative expenses

12
Plan sponsors may want to consult with legal counsel when determining whether fees are
considered settlor fees.
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Other fees, for example, trustee meetings and expenses, office
supplies, printing and mailing expenses

Benefit Obligations (Auditing Ref: par. 7.217–.227)
7.88 Per FASB ASC 965-30-35-1, benefit obligations13 for single employer,
multiple employer, and multiemployer defined benefit H&W plans should include the actuarial present value, as applicable, for all of the following:

r
r
r

Claims payable, claims IBNR, and premiums due to insurance
entities14
Accumulated eligibility credits and postemployment benefits, net
of amounts currently payable
Postretirement benefits for the following groups of participants:15
—

Retired plan participants, including their beneficiaries and covered dependents, net of amounts currently
payable and claims IBNR16

—

Other plan participants fully eligible for benefits

—

Plan participants not yet fully eligible for benefits

7.89 According to paragraphs 3–7 of FASB ASC 965-30-35, aggregating
claims payable and claims IBNR is often appropriate if adequate time has
passed to provide sufficient data on costs incurred, and the actuarially determined expected cost of long-term medical claims is insignificant. Benefits
expected to be earned for future service by active participants (for example,
vacation benefits) during the term of their employment should not be included.
Benefit obligations should be reported as of the end of the plan year.17 The effect of plan amendments should be included in the computation of the expected
and accumulated postretirement benefit obligations (APBOs) once they have
13
Per FASB ASC 965-30-35-2, administrative expenses expected to be paid by the plan (but not
those paid directly by the plan's participating employer[s]) that are associated with providing the
plan's benefits should be reflected either by including the estimated costs in the benefits expected
to be paid by the plan or by reducing the discount rate(s) used in measuring the benefit obligation.
According to FASB ASC 965-30-50-7, if the latter method is used, the resulting reduction in the
discount rate(s) should be disclosed.
14
In accordance with item (a) in FASB ASC 965-30-35-1, claims incurred but not reported
(IBNR) may be computed in the aggregate for active participants and retirees. Alternatively, if claims
IBNR are not calculated in the aggregate for active participants and retirees, the claims for retirees
are recorded in the postretirement benefit obligation.
15
See footnote 14.
16
See footnote 14.
17
According to FASB ASC 965-30-35-6, the financial status of the plan considers assets and
obligations as of the same date. Because plan assets are required to be presented as of the plan's
year-end, the benefit obligations also should be measured and presented as of the plan's year-end.
That requirement does not, however, preclude the plan from using the most recent benefit obligations
valuation rolled forward to the plan's year-end to account for subsequent events (such as employee
service and benefit payments), provided that it is reasonable to expect that the results will not be
materially different from the results of an actuarial valuation as of the plan's year-end. In rolling
forward the benefit obligations to the plan's measurement date, the discount rates should be adjusted as appropriate to reflect current rates of return on high quality, fixed-income investments. For
example, if a valuation was performed at September 30 and the plan has a calendar year-end, the
benefit obligations as of September 30 should be rolled forward to December 31 by making appropriate adjustments, such as for additional employee service; the time value of money; benefits paid; and
changes in the number of participants, actuarial assumptions, discount rates, per capita claims costs,
and plan terms.
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been contractually agreed to, even if some provisions take effect only in future
periods. For example, if a plan amendment grants a different benefit level for
employees retiring after a future date, that increased or reduced benefit level
should be included in current-period measurements for employees expected to
retire after that date.
7.90 FASB ASC 965-30-45-1 requires that to the extent they exist, the
amounts of benefit obligations in each of the three major classifications previously identified should be shown as separate line items in the financial statements or notes to financial statements. Regardless of the format selected, the
plan financial statements should present the benefit obligations information in
its entirety in the same location. For negotiated plans, FASB ASC 965-30-50-3
states that benefit obligations due during a plan's contract period may, but
need not, be disclosed.

Claims (Auditing Ref: par. 7.217–.220)
7.91 According to FASB ASC 965-30-45-2, in an insured H&W plan, claims
payable and currently due, and claims IBNR to the plan, will be paid by the
insurance entity. Consequently, they should be excluded from the benefit obligations of the plan. Benefit obligations of a self-funded plan should present the
amount of both of the following:
a. Claims payable and claims currently due for active and retired
participants, dependents, and beneficiaries
b. IBNR claims for active participants18
7.92 According to FASB ASC 965-30-45-3, IBNR claims for retired participants are included in the postretirement benefit obligation, if separately
calculated in accordance with item (a) in FASB ASC 965-30-35-1. (See also
footnote 14.)
7.93 For a self-funded plan, claims payable represents claims processed
and approved for payment but not paid as of year-end. Claims IBNR includes
claims that are being processed but have not yet been approved.
7.94 According to FASB ASC 965-30-35-1A, for a self-funded plan, the
cost of IBNR claims should be measured at the present value, as applicable,
of the estimated ultimate cost to the plan of settling the claims. Estimated
ultimate cost should reflect the plan's obligation to pay claims to or for participants, regardless of status of employment, beyond the financial statement date
pursuant to the provisions of the plan or regulatory requirements.
7.95 Claims IBNR can be calculated by the plan sponsor, actuary, and
claim processor or a third-party administrator. Claims IBNR is normally estimated based on historical claims data and industry trends and should be
measured at the present value, as applicable, of the estimated ultimate cost to
the plan of settling the claims (including those associated with terminal diseases and catastrophic accidents) beyond the measurement date pursuant to
the plan's provisions and regulatory requirements, regardless of employment
status. The ultimate cost to the plan may be limited by factors, such as the
maximum coverage specified in the plan document, stop-loss coverage, and
Medicare.

18

See footnote 14.
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Note
In determining the ultimate cost to the plan the direct costs associated with
settling the claims such as the per claim fee charged by the claims processor
are generally included in the IBNR calculation.
7.96 For example, an individual contracts a terminal disease or has a
catastrophic accident in December. The claim is reported subsequent to yearend. Treatment is ongoing and is expected to continue throughout the next
year. The plan does not require any return to work and will fully cover all
services. The actuarial present value of the obligation for all future payments
to be made as of the plan year-end should be included as a benefit obligation in
IBNR.
7.97 Understanding cash activity regarding claims processing is critical
to determining the appropriate accounting and reporting for claims paid from
these cash accounts. For example, it is important to identify the existence
and ownership of any accounts controlled by claims processors that hold cash
deposits of the plan. Claims processors may require customers to provide an
initial deposit or a zero balance account to provide adequate funds as claims
are paid and checks clear. Any amounts on deposit should be recorded as a plan
asset (see paragraph 7.67 and the note in paragraph 7.70).
7.98 Determining when to record claims paid from cash accounts that are
owned by the claims processor depends on the accounting policy established by
plan management. If plan management has established an accounting policy
to record claims as they are paid to participants or providers, then claims
paid by the claims processor are typically recorded as claims when paid by
the claims processor, and the plan records an accrued liability to reimburse
the claims processor for any claims paid on behalf of the plan that were not
reimbursed to the claims processor prior to year-end. If plan management has
established an accounting policy to record claims when submitted to the plan
by the claims processor for reimbursement, then claims paid by the claims
processor prior to year-end that are not reimbursed by the plan as of yearend are typically recorded as claims payable (a benefit obligation) and are not
recorded as claims until the plan reimburses the claims processor. Regardless
of which accounting policy is established, FinREC recommends that the plan's
accounting policy with respect to recording claims should be disclosed in the
financial statements and applied on a consistent basis.

Premiums Due Under Insurance Arrangements
7.99 Benefits to participants may be provided through insurance arrangements that transfer the risks of loss or liability to an insurance company (see
paragraph 7.17). Group insurance contracts for H&W plans are usually written
for a one-year period, although the contract may provide for annual renewals.
The contract generally specifies, among other things, the schedule of benefits,
eligibility rules, premium rate per eligible participant, and the date that premiums are due. According to FASB ASC 965-30-25-2, the benefit obligations
should include any obligation for premiums due, but not paid, under insurance
arrangements.
7.100 Per FASB ASC 965-30-35-13, if the insurance contract requires payment of additional premiums, such as retrospective premiums, when the loss
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ratio exceeds a specified percentage, an obligation for the estimated additional
premiums should be included in the benefit obligations.
7.101 Per FASB ASC 965-30-25-5, experience ratings determined by the
insurance entity or by estimates (for example, in fully insured, experiencerated arrangements) may result in a premium deficit. Premium deficits should
be included in the benefit obligations if both of the following criteria are met:
(a) it is probable that the deficit will be applied against the amounts of future
premiums or future experience-rating refunds,19 and (b) the amount can be
reasonably estimated. According to FASB ASC 965-30-50-4, if no obligation is
included for a premium deficit under insurance arrangements because either
or both of the conditions are not met, or if an exposure to loss exists in excess
of the amount accrued, disclosure of the premium deficit should be made if it
is reasonably possible that a loss or an additional loss has been incurred.

Accumulated Eligibility Credits (Auditing Ref: par. 7.221–.223)
7.102 In many industries (for example, the entertainment and building
trades industries), the amount of hours an employee works are not uniform
throughout the year. In some months, employees work overtime hours, and in
other months, they may not work at all. According to FASB ASC 965-30-35-12,
H&W plans may provide for the payment of insurance premiums or benefits
for a period of time for those participants who have accumulated a sufficient
number of eligibility credits or hours.
Note
These eligibility credits or hours are commonly referred to as a bank of hours.
The bank of hours is created by crediting a participant for hours worked in
prior periods in excess of the minimum hours required to receive benefits. If
a plan participant does not work the sufficient number of hours in a given
period to receive a benefit, the bank of hours for that employee is typically
charged for the hours necessary to make up the shortage.
7.103 According to FASB ASC 965-30-35-12, at the financial statement
date, accumulated eligibility credits represent an obligation of the plan arising from prior employee service for which employer contributions have been
received. This benefit obligation is generally determined by applying current
insurance premium rates to accumulated eligibility credits or, for a self-funded
plan, by applying the average cost of benefits per eligible participant to accumulated eligibility credits. In either case, the obligation for accumulated
eligibility credits should consider assumptions for mortality and expected employee turnover, or other appropriate adjustments, to reflect the obligation at
the amount expected to be paid.

Postemployment Benefits (Auditing Ref: par. 7.221–.223)
7.104 According to FASB ASC 965-30-25-3, plans that provide postemployment benefits should recognize a benefit obligation for current participants
based on amounts expected to be paid in subsequent years, if all the following
conditions are met:
19
In accordance with item (a) in FASB ASC 965-30-25-5, this determination should consider
(a) the extent to which the insurance contract requires payment of such deficits, and (b) the plan's
intention, if any, to transfer coverage to another insurance entity.
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a. The participants' rights to receive benefits are attributable to services already rendered.
b. The participants' benefits vest or accumulate.20
c. Payment of benefits is probable.
d. The amount can be reasonably estimated.
7.105 Per FASB ASC 965-30-35-9, the postemployment benefit obligation should be measured as the actuarial present value of the future benefits
attributed to plan participants' services rendered to the measurement date,
reduced by the actuarial present value of future contributions expected to be
received from the current plan participants. That amount represents the benefit obligation that is to be funded by contributions from the plan's participating
employer(s) and from existing plan assets. The obligation is to be measured
assuming the plan continues in effect, and all assumptions about future events
are met. Any anticipated forfeitures or integration with other related programs (for example, state unemployment benefits) should be considered. The
benefit obligation should be discounted using rates of return on high quality, fixed-income investments currently available with cash flows that match
the timing and amount of expected benefit payments and expected participant
contributions.
7.106 According to FASB ASC 965-30-25-4, for postemployment benefits
that do not meet conditions a and b of paragraph 7.104, the plan should recognize a benefit obligation if the event that gives rise to a liability has occurred,
and the amount can be reasonably estimated. For example, if all participants
receive the same medical coverage upon disability regardless of length of service (the benefits do not accumulate) and the benefits do not vest, medical
benefits for disabled participants should be accrued at the date of disability
and not over the participants' working lives.
7.107 FASB ASC 965-30-35-10 states that when participant contributions
are required after the event triggering postemployment benefit occurs, the
postemployment benefit obligation should be measured in a manner consistent
with paragraph 7.105. As a result, in those situations, the benefit obligation
should represent the amount that is to be funded by contributions from the
participating employer(s) and from existing plan assets.
7.108 Per FASB ASC 965-30-50-2, if an obligation for postemployment
benefits is not recognized in accordance with paragraphs 7.106–.107 only because the amount cannot be reasonably estimated, the financial statements
should disclose that fact.
7.109 Many plans require that participants pay the estimated full cost
of health benefits provided under COBRA. In such situations, the plan would
not recognize a postemployment obligation provided the premiums cover the
claims and related costs incurred. If the plan sponsor subsidizes the cost of
health benefits provided under COBRA, a postemployment obligation should
be recognized by the plan to the extent that all criteria required by FASB ASC
715 and FASB ASC 712, as applicable, are satisfied.
20
In accordance with item (b) in FASB ASC 965-30-25-3, for example, the supplemental unemployment benefit is 52 weeks' pay if a participant worked 3 years; 78 weeks' pay if a participant worked
5 years; and 104 weeks' pay if a participant worked 7 years. In this situation, the benefits would be
considered accumulating. Benefits that increase solely as a function of wage or salary increases are
not considered accumulating.
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7.110 As illustrated by a similar example in FASB ASC 712-10-25-5, in
the event that health benefits provided under COBRA are self-funded, FinREC
recommends that the cost of those postemployment benefits be recognized when
the event causing the plan to become obligated to pay COBRA benefits occurs,
and a reasonable estimate can be made. COBRA benefits typically become a
postemployment obligation of the plan when the participant terminates employment and enrolls in COBRA benefits. Depending on how the obligation for
claims IBNR is estimated, a portion of the COBRA obligation may be included
in the obligation for claims IBNR; however, this obligation will typically not
include the entire postemployment obligation for COBRA. For example, the
postemployment obligation for COBRA benefits should include the employer's
portion of the claims expected to be incurred and paid for all participants on
COBRA as of the plan's year-end through the date their COBRA benefits cease.
Any claims incurred after the plan's year-end for these participants would not
be included in the obligation for claims IBNR. It is important for plan sponsors
to ensure claims IBNR for postemployment have been properly included in the
obligations reported (that is, that it has not been double-counted or omitted
entirely) and consider disclosure of where it has been recorded.
Note
Care should be taken to not double-count these claims in the obligation for
claims IBNR and postemployment obligations.

Postretirement Benefit Obligations (Auditing Ref:
par. 7.224–.226)
7.111 According to FASB ASC 965-30-35-15, H&W plans may continue
to provide benefits to participants after retirement (postretirement benefits).
Those benefits may commence immediately upon termination of service, or
payment may be deferred until the participant attains a specified age. If a
plan provides postretirement benefits to participants, an estimated amount for
those benefits, as described in the following paragraph, should be included in
the benefit obligation.
Note
Postretirement benefits may be provided either in the active participants plan
or in a separate retiree plan.
7.112 Per FASB ASC 965-30-35-16, the postretirement benefit obligation
as of the measurement date is the actuarial present value of all future benefits
attributed to plan participants' services rendered to that date, assuming the
plan continues in effect, and all assumptions about future events are fulfilled.
Postretirement benefits comprise benefits expected to be paid to or on behalf of
any of the following, who are expected to receive benefits under the H&W plan:
a. A retiree or active participant
b. A terminated participant
c. A beneficiary or covered dependent
7.113 Per FASB ASC 965-30-35-17, postretirement benefits expected to
be paid to or for an active participant, a beneficiary, or a covered dependent
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who is still earning postretirement benefits (that is, one who is not yet fully
eligible) should be measured over the participant's credited period of service
up to the date when full eligibility for benefits is attained.21
7.114 As discussed in paragraph 7.88, claims IBNR may be computed in
the aggregate for active participants and retirees. Alternatively, if claims IBNR
are not calculated in the aggregate for active participants and retirees, the
claims IBNR for retirees are included in the postretirement benefit obligation.
It is important for plan sponsors to determine that claims IBNR for retirees
have been properly reported, that is, have not been double-counted or omitted
entirely, and consider disclosure regarding where they are recorded.
7.115 According to FASB ASC 965-30-35-19, if a multiemployer H&W
plan provides postretirement benefits, the benefit obligation should include
the postretirement benefit obligation. Consideration should be given to the
promises currently made to employees and the history of making such payments to retirees. The fact that benefits may be reduced or even potentially
eliminated would not ordinarily affect the promise made as of the end of the
plan year unless the change meets the substantive plan criteria of FASB ASC
715-60 (for example, an amendment is in place or has been communicated to
employees). The fact that the contributing employers of a multiemployer plan
do not record a similar obligation under FASB ASC 715 does not affect the
accounting for the obligations by the plan.
7.116 According to FASB ASC 965-30-35-20, the postretirement benefit
obligation should be measured using the plan's written provisions, to the extent
possible, as well as the substantive plan if it differs from the written plan. In
many H&W plans, postretirement benefits are not defined as a specified amount
for each year of service. FASB ASC 715-60-35 describes the measurement of
the postretirement benefit obligation. For multiemployer plans that do not have
date-of-hire information as required by FASB ASC 715-60-35-66, reasonable
estimates thereof should be used to measure the obligation. Death or disability
benefits provided outside of a pension plan, if the employee is considered to be
retired, should also be included in the calculation of the postretirement benefit
obligation. Benefits that are provided through an insurance contract should be
excluded.22
Note
The postretirement benefit obligation is measured as of the plan's year-end.
Plans that provide for insured postretirement benefits, such as life insurance
benefits, frequently have a postretirement benefit obligation associated with
such benefits. Although the benefit is insured, an obligation likely exists for
the present value of the applicable premiums

21
Per FASB ASC 965-30-35-18, for example, if a participant has worked 8 years and must work
another 16 to be fully eligible for benefits after retirement, one-third of the postretirement benefits
have been earned and should be included in the postretirement benefit obligation if it is probable that
the employee will work the remaining 16 years.
22
In accordance with FASB ASC 965-30-35-20, insured plans should be reviewed carefully to determine the extent to which postretirement benefits are insured. Currently, except for single-premium
life insurance contracts, few, if any, insurance contracts unconditionally obligate an insurance entity
to provide most forms of postretirement benefits.
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7.117 According to FASB ASC 965-30-35-21, in measuring the postretirement benefit obligation, explicit assumptions should be used, each of which
represents the best estimate of a particular future event. All assumptions
should presume that the plan will continue in its present form unless evidence
to the contrary exists. Principal actuarial assumptions used should include all
of the following:

r
r
r
r
r

Discount rates, used to reflect the time value of money in determining the present value of future cash outflows currently expected to be required to satisfy the liability in the due course of
business
The timing and amount of future postretirement benefit payments
(taking into consideration per capita claims cost by age, health
care cost-trend rates, current Medicare reimbursement rates, retirement age, dependency status, and mortality)
Salary progression (for pay-related plans)
The probability of payment (considering turnover, retirement age,
dependency status, and mortality)
Participation rates (for contributory plans)

7.118 Per FASB ASC 965-30-35-22, the postretirement benefit obligation
information should include the following classifications:

r
r
r

Obligations related to retired plan participants, including their
beneficiaries and covered dependents
Obligations related to active or terminated participants who are
fully eligible to receive benefits
Obligations related to other plan participants not yet fully eligible
for benefits

7.119 FASB ASC 965-30-50-1 states that separate disclosure for each
classification for each significant benefit (for example, medical and death) may
be appropriate.

Medicare Prescription Drug, Improvement, and Modernization
Act of 2003
7.120 FASB ASC 715-60 addresses when and how an employer that provides postretirement prescription drug coverage should recognize the effects
of the Medicare Prescription Drug, Improvement, and Modernization Act of
2003 (the Medicare act), but does not address the accounting for the subsidy
by the H&W plan itself. The following Q&A sections in AICPA Technical Questions and Answers provide guidance on accounting and disclosures for single
employer and multiemployer employee benefit plans related to the Medicare
act:

r
r

Q&A section 6931.05, "Accounting and Disclosure Requirements
for Single-Employer Employee Benefit Plans Related to the Medicare Prescription Drug, Improvement, and Modernization Act of
2003"
Q&A section 6931.06, "Accounting and Disclosure Requirements
for Multiemployer Employee Benefit Plans Related to the Medicare Prescription Drug, Improvement, and Modernization Act of
2003"
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7.121 Q&A section 6931.05 states that the effects of the employers' Medicare subsidy on a single employer plan should not be reflected in the plan's
obligations because the Medicare subsidy is paid to the plan sponsor and does
not flow into the plan. The plan sponsor is not required to use the subsidy
amount to fund the postretirement benefits and may use the subsidy for any
valid business purpose. As a result, the Medicare subsidy does not reduce the
amount of benefits that need to be covered by plan assets and future employer
contributions. Therefore, the APBO, without reduction for the Medicare subsidy, is a more meaningful measure of the benefits for a single employer plan.
Conversely, Q&A section 6931.06 states that the multiemployer plan's benefit
obligations should be reduced by the effects of the Medicare subsidy because
the multiemployer plan trust receives the subsidy amount directly and not the
individual employers and, therefore, the APBO net of the Medicare subsidy is a
more meaningful measure of those benefits for a multiemployer plan. See Q&A
sections 6931.05–.06 for further guidance including recommended disclosures.

Recognition of Plan Events
7.122 According to FASB ASC 965-30-35-7, the effect of plan amendments
should be included in the computation of the expected benefit obligation and
APBO once they have been contractually agreed to, even if some provisions
take effect only in future periods.
7.123 As shown in the following table, plan amendments adopted before
the measurement date of the actuarial valuation should be given effect in
the valuation, even if some provisions take effect only in future periods. For
example, a plan amendment may provide for a change in benefits that includes
a retroactive component, and it may also include provisions to increase benefits
in future plan years. Plan amendments adopted after the measurement date
of the valuation should be excluded.
Matrix for Recognition of Plan Amendments
Amendments Adopted
Within the Reporting
Year

After the Reporting
Year

Effect of amendment
should be included in
benefit obligations
presented as of the end of
the reporting year.

Effect of amendment
should not be included in
benefit obligations
presented as of the end of
the reporting year.

Effective date after Effect of amendment
the reporting year should be included in
benefit obligations
presented as of the end of
the reporting year.

Effect of amendment
should not be included in
benefit obligations
presented as of the end of
the reporting year.

Effective Date
Effective date
within the
reporting year

7.124 Certain events occurring after the reporting year should not be
reflected in the benefit obligation presented as of the end of the reporting year.
For example, if the sponsor terminated the employment of certain employees
subsequent to year-end, the associated postretirement benefit obligation would
not be reduced. However, disclosure of such events may be appropriate.
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Changes in Benefit Obligations
7.125 According to FASB ASC 965-30-45-4, information regarding
changes in the benefit obligations within a plan period should be presented
to identify significant factors affecting year-to-year changes in benefit obligations. Per FASB ASC 965-30-45-5, changes in each of the three major classifications of benefit obligations should be presented in the body of the financial
statements or in the notes to the financial statements; the information may
be presented in either a reconciliation or narrative format. Providing such information in the following categories will generally be sufficient: (a) claims
payable, claims IBNR, and premiums due to insurance entities; (b) accumulated eligibility credits and postemployment benefits, net of amounts currently
payable; and (c) postretirement benefits for the following:
a. Retired plan participants, including their beneficiaries and covered
dependents, net of amounts currently payable and claims IBNR
b. Other plan participants fully eligible for benefits
c. Plan participants not yet fully eligible for benefits
7.126 According to FASB ASC 965-30-45-6, minimum disclosure regarding changes in benefit obligations should include the significant effects of (a)
plan amendments, (b) changes in the nature of the plan (mergers or spin-offs),
and (c) changes in actuarial assumptions (health care cost-trend rate or interest rate). Per FASB ASC 965-30-45-7, changes in actuarial assumptions are
to be considered as changes in accounting estimates and, therefore, previously
reported amounts should not be restated. The significant effects of other factors
may also be identified. These include, for example, benefits accumulated,23 the
effects of the time value of money (for interest), and benefits paid. FASB ASC
965-30-45-8 states that if presented, benefits paid should not include benefit
payments made by an insurance entity pursuant to a contract that is excluded
from plan assets. However, amounts paid by the plan to an insurance entity
pursuant to such a contract (including purchases of annuities with amounts allocated from existing investments with the insurance entity) should be included
in benefits paid.24 If only the minimum disclosure is presented, presentation in
a statement format will necessitate an additional unidentified other category
to reconcile the initial and ultimate amounts.

Financial Statement Disclosures
7.127 According to "Pending Content" in FASB ASC 965-325-50-1 and
FASB ASC 965-30-50-5, disclosure of a H&W plan's accounting policies should
include the following:25

r

A description of the valuation techniques and inputs used to measure the fair value less costs to sell, if significant, of investments

23
In accordance with item (a) in FASB ASC 965-30-45-7, actuarial experience gains or losses
may be included with the effects of additional benefits accumulated rather than separately disclosed.
If the effects of changes in actuarial assumptions cannot be separately determined, those effects
should be included in benefits accumulated and described accordingly.
24
In accordance with FASB ASC 965-30-45-8, because of the use of different actuarial assumptions, the amount paid by the plan to an insurance entity may be different from the previous measure
of the actuarial present value of the related accumulated plan benefits. If that information is available,
it should be presented as an actuarial experience gain or loss.
25
See FASB ASC 235, Notes to Financial Statements, for further information regarding financial
statement disclosures.
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r

(as required by FASB ASC 820-10-50) and a description of the
methods and significant assumptions used to measure the reported value of insurance contracts. However, H&W plans are
exempt from the requirements in item (a) in FASB ASC 820-1050-2B to disaggregate assets by nature, characteristics, and risks.
The disclosures of information by classes of assets required by
FASB ASC 820-10-50 should be provided by general type of plan
assets consistent with FASB ASC 965-325-45-2.
A description of the methods and significant actuarial assumptions used to determine the plan's benefit obligations. Any significant changes in assumptions made between financial statement
dates and their effects should be described.

7.128 "Pending Content" in FASB ASC 965-325-50-1B states that if applicable, a plan should disclose the accounting policy election to measure investments and investment-related accounts using the month-end that is closest to
the plan's fiscal year-end in accordance with FASB ASC 965-325-35-2A and the
month-end measurement date.
7.129 "Pending Content" in FASB ASC 965-325-50-1C states that if a
plan measures investments and investment-related accounts in accordance
with FASB ASC 965-325-35-2A and contributions, distributions, or significant
events (such as a plan amendment, a merger, or a termination) occur between
the month-end date used to measure investments and investment-related accounts and the plan's fiscal year-end, the plan should disclose the amounts of
those contributions, distributions, or significant events.
7.130 According to FASB ASC 965-205-50-1, the plan's financial statements should disclose other information as described in this paragraph. Certain of the disclosures relate to plans with accumulated assets rather than
those with trusts that act more as conduits for benefit payments or insurance
premiums. Separate disclosures may be made to the extent that the plan provides both health and other welfare benefits. The disclosures should include, if
applicable, all of the following:
a. A brief, general description of the plan agreement, including,
but not limited to, participants covered, vesting, and benefit
provisions.26
b. A description of significant plan amendments adopted during the
period, as well as significant changes in the nature of the plan
(for example, a plan merger or spin-off) and changes in actuarial
assumptions.
c. The funding policy and any changes made to the policy during
the plan year. If the benefit obligations exceed the net assets of
the plan, the method of funding this deficit, as provided for in the
plan agreement or collective bargaining agreement, also should be
disclosed as follows:
i. For a contributory plan, the disclosure should state the
method of determining participants' contributions.

26
In accordance with item (a) in FASB ASC 965-205-50-1, if a plan agreement, or a description
thereof, providing this information is otherwise published or made available, the description in the
financial statement disclosures may be omitted, provided that a reference to the other source is made.
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ii. For each year for which a year-end statement of net assets available for benefits is presented, a description of the
portion of the plan's estimated cost27 of providing postretirement benefits funded by retiree contributions.
iii. If the plan terms provide that a shortfall in attaining the
intended cost sharing in the prior year(s) is to be recovered by increasing the retiree contribution in the current
year, that incremental contribution should be separately
disclosed.
iv. If the plan terms provide that participant contributions
in the current year are to be reduced by the amount by
which participant contributions in prior year exceeded the
amount needed to attain the desired cost-sharing, the resulting reduction in the current year contribution should
be separately disclosed.
v. The information about retiree contributions should be provided for each significant group of retired participants to
the extent their contributions differ.
d. If significant plan administration or related costs are being borne
by the employer, that fact should be disclosed.
e. The federal income tax status of the plan.
Note
No determination letter program exists for H&W plans; however, after a certain time an IRC Section 501(c)(9) VEBA trust must obtain a determination
letter to be exempt from taxation, and that fact should be disclosed.
A plan's tax exempt status is a position that may be subject to uncertainty.
The sections of FASB ASC 740, Income Taxes relating to accounting for uncertain tax positions are applicable to all entities.
f. The policy regarding the purchase of contracts with insurance entities that are excluded from plan assets. Consideration should be
given to disclosing the type and extent of insurance coverage, as
well as the extent to which risk is transferred (for example, coverage period and claims reported or claims incurred).
g. The amounts and types of securities of the employer and related
parties included in plan assets and the approximate amount of
future annual benefits of plan participants covered by insurance
contracts issued by the employer and related parties.
h. Significant real estate or other transactions in which the plan and
any of the following parties are jointly involved: the sponsor, the
plan administrator, employers, or employee organizations.
27
In accordance with item (c) in FASB ASC 965-205-50-1, the plan's estimated cost of postretirement benefits is the plan's expected claims cost for the year. It excludes benefit costs paid by Medicare
and costs, such as deductibles and copayments, paid directly to the medical provider by participants.
The portion of the plan's estimated cost that is funded by retiree contributions is determined at the
beginning of the year based on the plan sponsor's cost-sharing policy. In determining that amount, the
retirees' required contribution for the year should be reduced by any amounts intended to recover a
shortfall (or increased by amounts intended to compensate for an overcharge) in attaining the desired
cost-sharing in prior year(s).

©2016, AICPA

AAG-EBP 7.130

406

Employee Benefit Plans

i. Unusual or infrequent events or transactions occurring after the
financial statement date, but before the financial statements are
issued or are available to be issued (as discussed in FASB ASC
855-10-25), that might significantly affect the usefulness of the
financial statements in an assessment of the plan's present and
future ability to pay benefits. For example, all of the following
should be disclosed:
i. A plan amendment adopted after the latest financial statement date that significantly increases future benefits attributable to an employee's service rendered before that
date
ii. A significant change in the fair value of a significant portion of the plan's assets
iii. The emergence of a catastrophic claim
If reasonably determinable, the effects of such events or transactions should be disclosed. If such effects are not reasonably determinable, the reasons why they are not quantifiable should be
disclosed.
j. Material lease commitments, other commitments, or contingent
liabilities.
k. As required by ERISA, an explanation of the differences, if any,
between the information contained in the financial statements and
the amounts reported on the Form 5500 in accordance with FASB
ASC 965-205-50-3.
Note
Note that reconciling items are generally for current obligations and would
not include such items as postemployment and postretirement obligations.
Common reconciling items to the Form 5500 include claims payable and
amounts currently due to insurance companies, claims IBNR, and 401(h)
account balances and transactions.
l. The assumed health care cost-trend rate(s) used to measure the
expected cost of benefits covered by the plan for the next year, a
general description of the direction and pattern of change in the
assumed trend rates thereafter, the ultimate trend rate(s), and
when that rate is expected to be achieved.
m. For H&W plans providing postretirement health care benefits, the
effect of a one-percentage-point increase in the assumed health care
cost-trend rates for each future year on the postretirement benefit
obligation.
n. Any modification of the existing cost-sharing provisions that are
encompassed by the substantive plan(s) and the existence and nature of any commitment to increase monetary benefits provided by
the plan and their effect on the plan's financial statements.
o. Termination provisions of the plan and priorities for distribution
of assets, if applicable.
p. Restrictions, if any, on plan assets (for example, legal restrictions
on multiple trusts).
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q. For a defined contribution H&W plan, the accounting policy for,
and the amount and disposition of, forfeited nonvested accounts.
Specifically, identification of whether those amounts will be used
to reduce future employer contributions or employer expenses or
will be allocated to participants' accounts.
Note
FinREC recommends that this disclosure also be made when there is a defined
contribution component included in a defined benefit H&W plan.
r. In accordance with "Pending Content" in FASB ASC 965-325-50-2,
for fully benefit-responsive investment contracts, in the aggregate
i. a description of the nature of those investment contracts
(including how they operate) by the type of investment
contract (for example, synthetic investment contracts or
traditional investment contracts).
ii. a description of the events that limit the ability of the plan
to transact at contract value with the issuer (for example,
premature termination of the contracts by the plan, plant
closings, layoffs, plan termination, bankruptcy, mergers,
and early retirement incentives), including a statement
that the occurrence of those events that would limit the
plan's ability to transact at contract value with participants in the plan is not probable of occurring. (The term
probable is used in this paragraph consistent with its use
in FASB ASC 450, Contingencies.)
iii. a description of the events and circumstances that would
allow issuers to terminate fully benefit-responsive investment contracts with the plan and settle at an amount
different from contract value.
iv. the total contract value of each type of investment contract
(for example, synthetic investment contracts or traditional
investment contracts).
s. In accordance with FASB ASC 965-30-50-5, the weighted-average
assumed discount rate used to measure the plan's obligation for
postemployment benefits.
t. Other disclosures elsewhere in the guide (for example, see the
"Master Trusts" and "Fair Value Disclosures" sections in chapter 8
of this guide).
Note: This list does not include information that, in accordance with ERISA
requirements, must be disclosed in the schedules filed as part of a plan's annual
report. It is important to note that any information required by ERISA be
disclosed in the schedules; disclosure of the information on the face of the
financial statements or in the notes to the financial statements but not in the
schedules is not acceptable.
7.131 FinREC also recommends that the following disclosures be made,
if significant:
a. The significant terms of expense offset arrangements with third
parties, whereby expenses are netted against income, disclosed in
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b.
c.
d.
e.
f.

the notes to the financial statements. Expense offset arrangements
generally consist of fees being paid to a third-party service provider
(for example, recordkeeper) directly through the use of investment
fee rebates made available by the plan's separate third-party investment manager.
FSAs, HRAs, and HSAs (see paragraph 7.11).
Refunds and rebates due from service providers (see paragraph
7.64).
Stop-loss arrangements (see paragraphs 7.80–.83).
Claims accounting policy (see paragraph 7.98).
Claims IBNR related to postemployment benefits (see paragraph
7.110).

7.132 ERISA Section 2520.103-1(b)(3) requires the notes to the financial
statements to include certain disclosures. See paragraph A.52 of appendix A,
"ERISA and Related Regulations," of this guide for a listing of those disclosures.

Fair Value Measurements
7.133 See chapter 8 of this guide for required disclosures relating to fair
value measurements in accordance with FASB ASC 820, including the fair
value measurement of investments in certain entities that calculate net asset
value per share.

Derivatives and Hedging
7.134 FASB ASC 815, Derivatives and Hedging, addresses accounting and
reporting for derivative instruments, including certain derivative instruments
embedded in other contracts (collectively referred to as derivatives), and for
hedging activities. It requires that an entity recognize all derivatives as either
assets or liabilities in the statement of financial position and measure those
instruments at fair value. FASB ASC 815 applies to certain contracts that meet
the definition of derivative instrument, as defined in FASB ASC 815-10-15-83.
See FASB ASC 815-10-15-13 for further information on certain contracts that
are not subject to the requirements of FASB ASC 815. Also, see chapter 8 of this
guide for more information regarding accounting and reporting for derivatives.

Offsetting of Derivatives, Repurchase Agreements, and Securities
Lending Transactions
7.135 FASB ASC 210-20-50 enhances disclosures about certain financial
instruments and derivative instruments that are either offset in accordance
with GAAP or are subject to an enforceable master netting arrangement or
similar agreement. Accordingly, there may be additional disclosure requirements for plans that participate in securities lending or derivative and hedging
activities. The scope of the disclosure requirements in paragraphs 2–5 of FASB
ASC 210-20-50 is limited to recognized derivative instruments accounted for in
accordance with FASB ASC 815, including bifurcated embedded derivatives,
repurchase agreements, and reverse repurchase agreements and securities borrowing and securities lending transactions that are either offset in accordance
with FASB ASC 210-20-45 or FASB ASC 815-10-45 or subject to an enforceable
master netting arrangement or similar agreement.
7.136 In accordance with paragraphs 2–3 of FASB ASC 210-20-50, an
entity should disclose information to enable users of its financial statements to
evaluate the effect or potential effect of netting arrangements on its financial
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position for recognized assets and liabilities within the scope of FASB ASC
210-20-50-1. This includes the effect or potential effect of rights of setoff associated with an entity's recognized assets and recognized liabilities. To meet the
objective in FASB ASC 210-20-50-2, a plan should disclose at the end of the
reporting period the following quantitative information separately for assets
and liabilities that are within the scope of FASB 210-20-50-1:
a. The gross amounts of those recognized assets and those recognized
liabilities.
b. The amounts offset to determine the net amounts presented in the
statement of financial position.
c. The net amounts presented in the statement of financial position.
d. The amount subject to an enforceable master netting arrangement
or similar agreement not otherwise included in the disclosure required by item b including
i. the amounts related to recognized financial instruments
and other derivative instruments that either (1) management makes an accounting policy election not to offset, or
(2) do not meet some or all of the guidance in either FASB
ASC 210-20-45 or FASB ASC 815-10-45.
ii. the amount related to financial collateral (including cash
collateral).
e. The net amount after deducting the amount in item d from the
amounts in item c.
7.137 As stated in paragraphs 4–5 of FASB ASC 210-20-50, the information required by the preceding paragraph should be presented in a tabular
format, separately for assets and liabilities, unless another format is more
appropriate. An entity should provide a description of the rights of setoff associated with an entity's recognized assets and recognized liabilities subject to
an enforceable master netting arrangement or similar agreement disclosed in
accordance with item (d) in FASB ASC 210-20-50-3, including the nature of
those rights.
7.138 See the implementation guidance and examples that address the
application of the disclosures for derivative instruments and other financial
instruments in paragraphs 1–22 of FASB ASC 210-20-55.

Financial Instruments
7.139 FASB ASC 825-10-50-10 requires reporting entities, except for those
covered by an exemption28 for which the disclosure is optional, to disclose (a)
28
According to "Pending Content" in FASB ASC 825-10-50-3, for annual reporting periods, the
disclosure guidance related to fair value of financial instruments in paragraphs 10–19 of FASB ASC
825-10-50 applies to all entities but is optional for a plan that meets all of the following criteria:
a. The plan is a nonpublic entity.
b. The plan's total assets are less than $100 million on the date of the financial statements.
c. The plan has no instrument that, in whole or in part, is accounted for as a derivative
instrument under FASB ASC 815, Derivatives and Hedging, other than commitments
related to the origination of mortgage loans to be held for sale during the reporting
period. For purposes of this disclosure guidance, a receive-variable, pay-fixed interest
rate swap for which the simplified hedge accounting approach (see FASB ASC 815-20)
is applied should not be considered an instrument that is accounted for as a derivative
instrument under FASB ASC 815.
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either in the body of the financial statements or in the accompanying notes the
fair value of financial instruments for which it is practicable to estimate fair
value;29 (b) the method(s) and significant assumptions used to estimate the fair
value of financial instruments consistent with the requirements of "Pending
Content" in item (bbb) in FASB ASC 820-10-50-230 except that a reporting
entity is not required to provide the quantitative disclosures about significant
unobservable inputs used in fair value measurements categorized within level
3 of the fair value hierarchy required by that paragraph; (c) a description of
the changes in the method(s) and significant assumptions used to estimate
the fair value of financial instruments, if any during the period; and (d) the
level of the fair value hierarchy within which the fair value measurements
are categorized in their entirety (level 1, 2, or 3). For financial instruments
recognized at fair value in the statement of financial position, the disclosure
requirements of FASB ASC 820 also apply. Generally, financial instruments of
a health and welfare plan are included in the scope of FASB ASC 825, Financial
Instruments, and are subject to the disclosure requirements of FASB ASC 82510-50. However, "Pending Content" in FASB ASC 825-10-50-8 states that the
disclosures about fair value prescribed in paragraphs 10–16 of FASB ASC 82510-50 are not required for fully benefit-responsive investment contracts held
by an employee benefit plan. In addition, the disclosure requirements of FASB
ASC 820 may also apply.31
7.140 FASB ASC 825-10-50-20 requires disclosure of all significant concentrations of credit risk arising from all financial instruments. In accordance
with FASB ASC 825-10-50-21, the following information should be disclosed
about each significant concentration:

r
r

r

Information about the (shared) activity, region, or economic characteristic that identifies the concentration
The maximum amount of loss due to credit risk that, based on
the gross fair value of the financial instrument, the entity would
incur if parties to the financial instruments that make up the
concentration failed completely to perform according to the terms
of the contracts and the collateral or other security, if any, for the
amount due proved to be of no value to the entity
The entity's policy of requiring collateral or other security to
support financial instruments subject to credit risk, information
about the entity's access to that collateral or other security, and
the nature and a brief description of the collateral or other security
supporting those financial instruments

29
In accordance with FASB ASC 825-10-50-11, fair value disclosed in the notes should be
presented together with the related carrying amount in a form that makes it clear whether the fair
value and carrying amount represent assets or liabilities and how the carrying amounts relate to
what is reported in the statement of net assets available for benefits.
30
"Pending Content" in item (bbb) in FASB ASC 820-10-50-2 contains required disclosures for
fair value measurements categorized within level 2 and level 3 of the fair value hierarchy. See the
specific FASB ASC section for further details.
31
In June 2010, the AICPA issued Q&A section 1800.05, "Applicability of Fair Value Disclosure Requirements and Measurement Principles in Financial Accounting Standard Board (FASB)
Accounting Standards Codification (ASC) 820, Fair Value Measurement, to Certain Financial Instruments" (AICPA, Technical Questions and Answers). This question and answer addresses whether
the fair value measurement principles and disclosure requirements in FASB ASC 820, Fair Value
Measurement, apply to financial instruments that are not recognized at fair value in the statement
of financial positions, but for which fair value is required to be disclosed in the notes to financial
statements in accordance with paragraphs 10–19 of FASB ASC 825-10-50.

AAG-EBP 7.140

©2016, AICPA

r

Health and Welfare Benefit Plans

411

The entity's policy of entering into master netting arrangements
to mitigate the credit risk of financial instruments, information
about the arrangements for which the entity is a party, and a
brief description of the terms of those arrangements, including the
extent to which they would reduce the entity's maximum amount
of loss due to credit risk

Risks and Uncertainties
Note
The conclusions reached in paragraph BC22 of Part II of FASB ASU No.
2015-12 discusses that although the disclosure requirement for investments
that represent 5 percent or more of net assets available for benefits is eliminated, plans are still required to comply with the disclosure requirements
in FASB ASC 275, Risks and Uncertainties, and FASB ASC 825, relating to
concentration of credit risk.
7.141 "Pending Content" in FASB ASC 275-10-50-1 requires plans to
make disclosures in their financial statements about the risks and uncertainties existing as of the date of those financial statements in the following areas:
(a) the nature of their operations, (b) the use of estimates in the preparation of
financial statements, (c) certain significant estimates, and (d) current vulnerability due to certain concentrations.
7.142 In accordance with FASB ASC 275-10-50-8, certain significant estimates should be disclosed when known information available prior to issuance
of the financial statements being issued or are available to be issued (as discussed in FASB ASC 855-10-25) indicates both that (a) it is at least reasonably
possible that the estimate of the effect on the financial statements of a condition, situation, or set of circumstances that existed at the date of the financial
statements will change in the near term due to one or more future confirming events, and (b) the effect of the change would be material to the financial
statements. For example, the present value of accumulated plan benefits of a
defined benefit H&W plan could be subject to a material change when
a. employees covered by the plan work in an industry that experienced
a significant economic downturn in the previous year, and it is
reasonably possible that in the subsequent period, a significant
number of employees will retire early without a monetary incentive
to do so in order to avoid being laid-off with nominal benefits. This
could significantly increase the present value of accumulated plan
benefits.
b. employees covered by the plan are party to a collective bargaining
agreement that was up for renegotiation at year-end, and it is reasonably possible that management's offer to significantly decrease
benefits in lieu of granting the union's request for a significant
increase will be accepted within the next year. This could significantly decrease the present value of accumulated plan benefits.
7.143 In accordance with FASB ASC 275-10-50-16, vulnerability from
concentrations arises when a plan is exposed to risk of loss greater than it
would have had it mitigated its risk through diversification. Concentrations
should be disclosed if, based on information known to management before the
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financial statements are issued or are available to be issued, (a) the concentration exists at the date of the financial statements; (b) the concentration makes
the plan vulnerable to the risk of a near-term severe impact; and (c) it is at
least reasonably possible that the events that could cause the severe impact
will occur in the near term. For example, if the plan owns several investment
properties (that is, apartment buildings) located in a geographic area that has
only one significant employer, and that employer announced last year that it
is considering leaving the area and it is reasonably possible that it will do so
within the next year, this could significantly affect the plan's future cash flows
from rents and the value of the investment properties.
Note
Many plan's participants may be concentrated in a specific industry that
carries with it certain risks. Plans may also hold investments and other
assets (other than financial instruments for which concentrations are covered
by FASB ASC 825 rather than FASB ASC 275) that are concentrated in a
single industry or in a single geographic area.
7.144 Because the disclosure requirements of FASB ASC 275, in many
circumstances, are similar to or overlap the disclosure requirements in certain
other FASB ASC topics (for example, FASB ASC 450), in accordance with
"Pending Content" in FASB 275-10-50-1, the disclosures required by FASB
ASC 275 may be combined in various ways, grouped together or placed in
diverse parts of the financial statements, or included as part of the disclosures
made pursuant to the requirements of other FASB ASC topics.

Plan Mergers and Spin-offs (Auditing Ref:
par. 7.230–.233)
7.145 Unique issues arise in H&W plan mergers and spin-offs. Merger and
spin-off documentation and plan documents should be reviewed to determine
the effective merger date and the appropriate timing of the transfer of the
benefit obligations, in addition to any applicable assets, to the successor plan.
FinREC recommends that the net assets transferred into or out of the plan
be recorded on the statement of changes in net assets available for benefits
following the net increase or decrease for the period.
7.146 Additionally, the plan sponsor of the predecessor plan should
consider the need for determining obligations for claims payable, premiums
payable to insurance companies, claims IBNR, accumulated eligibility credits,
postemployment obligations, and postretirement obligations as of the merger
date, with the statement of changes in benefit obligations reflecting the transfer
of such amounts to the successor plan. Further spin-off considerations include
determination of the amount of assets that would also be transferred to the successor plan in addition to the identified benefit obligations. How such amounts
are to be calculated may be included in the spin-off agreement.

Terminating Plans (Auditing Ref: par. 7.234–.236)
7.147 FASB ASC 965-40 provides guidance for terminating H&W plans.
According to the FASB ASC glossary, terminating plans include all plans about
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which a termination decision has been made regardless of whether the terminating plan will be replaced.
7.148 According to FASB ASC 965-40-50-1, when the decision has been
made to terminate a plan, or when a wasting trust exists, (that is, a plan under
which participants no longer accrue benefits but that will remain in existence as
long as necessary to pay already accrued benefits), the relevant circumstances
should be disclosed in all subsequent financial statements issued by the plan.
7.149 FASB ASC 965-40-25-1 states that if the liquidation of a plan is
deemed to be imminent (as defined in FASB ASC 205-30-25-2) before the end
of the plan year, the plan's year-end financial statements should be prepared
using the liquidation basis of accounting, in accordance with FASB ASC 20530. Plan financial statements for periods ending after the termination decision
are prepared on the liquidation basis of accounting.
7.150 As noted in the preceding paragraph, plan terminations typically
include the cessation of future benefits. Accordingly, an obligation for current
claims payable, IBNR claims, and claim run out may need to be recorded.
Claim run out occurs when a plan terminates but continues to cover, for example, existing participants' claims incurred up to a certain date, typically the
termination date.
7.151 In accordance with FASB ASC 965-40-25-2, plan financial statements for periods ending after the determination that liquidation is imminent
are prepared using the liquidation basis of accounting.
7.152 FASB ASC 965-40-35-2 states that for terminating plans, benefit
obligations should be determined using the liquidation basis of accounting
(see FASB ASC 205-30, and their carrying value may differ from the actuarial
present value of benefit obligations reported for an ongoing plan. Consideration
should be given upon determination that liquidation is imminent to whether
any or all benefits become vested.
7.153 Determining whether liquidation is imminent is a matter of judgment, based on facts and circumstances. In accordance with FASB ASC 20530-25-2, liquidation is imminent when either of the following occurs:
a.

b.

A plan for liquidation has been approved by the persons with
authority to make such a plan effective, and the likelihood is remote
that any of the following will occur:
1.

Execution of the plan will be blocked by other parties.

2.

The entity will return from liquidation.

A plan for liquidation is imposed by other forces (for example, involuntary bankruptcy), and the likelihood is remote that the entity
will return from liquidation.

7.154 For a single-employer DC or DB H&W plans, this means that the
likelihood would need to be remote that other parties, such as the IRS, would
block the liquidation. Such evaluation often depends on whether the termination is a standard termination, or a distressed or involuntary termination.
The approval for the termination of a DB H&W plan is different and often
more complex than that of a DC H&W plan. For all types of plans, consultation
with legal counsel, plan actuaries (if applicable), and service organizations (for
example, trustees or recordkeepers) may be necessary in order to make a judgment about whether the likelihood is remote that other parties would block the
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termination of a plan. This evaluation may change over time, depending upon
the stage of the termination process.
7.155 FASB ASC 205-30 requires financial statements prepared using
the liquidation basis of accounting to present relevant information about an
entity's expected resources in liquidation by measuring and presenting assets
at the amount of the expected cash proceeds from liquidation. The entity should
include in its presentation of assets any items it had not previously recognized
under U.S. GAAP, but that it expects to either sell in liquidation or use in
settling liabilities.
7.156 In accordance with FASB ASC 205-30, the entity should recognize
and measure its liabilities in accordance with GAAP that otherwise applies to
those liabilities. The entity should not anticipate that it will be legally released
from being the primary obligor under those liabilities, either judicially or by
creditor(s). The entity also is required to accrue and separately present the
costs that it expects to incur and the income that it expects to earn during
the expected duration of the liquidation, including any costs associated with
sale or settlement of those assets and liabilities. Additionally, FASB ASC 20530-25 requires disclosure about an entity's plan for liquidation, the methods
and significant assumptions used to measure assets and liabilities, the type
and amount of costs and income accrued, and the expected duration of the
liquidation process.
Note
FASB ASC 205-30 is effective for entities that determine liquidation is imminent during annual reporting periods beginning on or after December 15,
2013, and interim reporting periods therein. Entities should apply the requirements prospectively from the day that liquidation becomes imminent.
Early adoption is permitted. However, plans that are already using the liquidation basis of accounting as of the effective date are not required to apply
FASB ASC 205-30. Instead, those plans should continue to apply the guidance
in FASB ASC 962-40-25 until they have completed liquidation.
The AICPA Employee Benefit Plans Expert Panel developed Q&A sections
6931.18–.30 of section 6000, Specialized Industry Problems (AICPA, Technical Questions and Answers), to provide nonauthoritative guidance when
applying FASB ASC 205-30 to the accounting for primarily single employer
defined benefit pension and defined contribution retirement plans. Although
the information contained in these Q&A may be specific to a single-employer
DB or DC plan, the information may be relevant when considering the termination of all types of plans including single employer health and welfare
plans and multiemployer plans.
These Q&A discuss the different types of plan terminations and the related
processes which may be helpful when determining whether liquidation is
imminent, and address numerous issues, such as whether the liquidation
basis of accounting applies to partial plan terminations or plan mergers, the
presentation of the actuarial present value of accumulated plan benefits, including illustrative financial statements, and the presentation of comparative
financial statements.
See Q&A section 6931, "Financial Statement Reporting and Disclosure—
Employee Benefit Plans" (AICPA, Technical Questions and Answers). Readers
are encouraged to read these Q&As as a collective set of guidance.
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Terminating Trusts
7.157 Terminating trusts are more commonly encountered than terminating plans. Factors affecting the decision to terminate a trust may include
moving a funded plan to an unfunded plan status or to a fully insured plan, both
of which (upon termination of the existing trust) may eliminate the ongoing
requirement for a plan audit. It is typically recommended that trust be legally
dissolved to accomplish the desired results because even though the trust may
not be utilized, if not legally dissolved, the plan may still be considered funded
and, if all other audit requirements are met, may need an audit.
7.158 Consideration should be given to the timing of the trust termination
and the time period covered by the financial statements. If the trust was in
existence at any time during the year, and all other audit requirements are
fulfilled, then the plan's financial statements would need to cover the entire
year, not just the time period the trust was in operation. As further discussed
in paragraph 7.02, the trust activity is not what is audited; the trust is merely
one of the reasons a need for an audit exists. Therefore, special attention should
be paid to ongoing plan operations for the remainder of the unfunded period
in that claims can continue to be paid or perhaps insurance payments made
if fully insured. Such claims or insurance premiums paid would need to be
reflected in the plan's financial statements if the trust was in place at any
point during the year, in addition to plan activity during the period of time the
trust was in existence.

Tax Considerations
7.159 A trust may be established to hold the assets of a H&W plan; it
may or may not be tax-exempt. A common form of tax-exempt trust is an
IRC Section 501(c)(9) trust, referred to as a VEBA. Although a VEBA that
meets the tax requirements of the IRC may be tax-exempt, it could still be
liable for unrelated business income tax on its unrelated business taxable
income (UBTI). UBTI is income generated by the VEBA that is not substantially
related to the purpose that is the basis of the VEBA's tax exemption and
includes all but "exempt function income," less allowable deductions. Exempt
function income includes income set aside for the payment of life, sick, accident,
or other benefits, including the reasonable administration costs.32 VEBAs that
generate UBTI must file a Form 990-T with the IRS in addition to meeting its
Form 990 filing requirement.
7.160 VEBAs are also subject to discrimination rules under IRC Section
505. No VEBA, except plans maintained pursuant to a collectively bargained
agreement, are considered tax-exempt unless the related H&W plan meets
certain discrimination requirements. Generally, plan benefits must be made
available to employee classifications that do not favor highly compensated employees (HCEs) and must be provided in a manner that does not discriminate in favor of HCEs. Specific nondiscrimination rules apply for self-funded
medical benefit plans, group term life insurance benefits, and dependent care
assistance programs and cafeteria plans. Auditors may inquire of the plan's
administrator or another expert about whether testing for IRC compliance has
been performed.

32

See www.irs.gov/irm/part7/irm˙07-027-007.html; IRC Section 512(a)(3).
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7.161 Unlike DC and DB plans, H&W plans have no IRS determination
letter program. Alternatively, the IRS may issue a tax exemption letter for
the trust, if applicable. VEBAs established since 1984 are required to request
exempt status from the IRS using Form 1024. VEBAs established before 1984
do not need an exemption letter if they had previously formally declared exempt
status through the filing of Form 990 with the IRS. If the trust has been
amended since the original exemption letter, the Form 990 procedures require
disclosure of the changes; no new application for an exemption is required.33
7.162 The audit requirement with respect to a H&W plan that utilizes a
VEBA trust applies to the plan, not the VEBA trust (see instructions to the
Form 5500 for guidance). A VEBA trust's governing instrument will generally
have no language covering the plan's operations. The governing instrument is
limited to the investment and management of plan assets. Disbursements are
made as authorized by the plan administrator. Operational attributes of the
related plan must still be audited in accordance with this chapter whether or
not such attributes apply to the VEBA trust. Auditors may look to the plan's
governing instrument or "wrap document" to determine which plan attributes
fall under the scope of the plan audit.
7.163 Paragraph 7.05 explains that a VEBA is one of several arrangements available to hold plan assets of an employee welfare plan. Key considerations in auditing plans funded through VEBAs arise from the distinct tax
regulations associated with VEBAs and, oftentimes, assets of several welfare
plans are commingled into a single VEBA.
7.164 The audit and reporting issues for a VEBA that holds the assets of
a single plan of a single sponsor are discussed fully in this chapter and related
paragraphs of this guide. When the VEBA holds the assets of several plans of
a single employer, additional audit issues are present. If the VEBA qualifies
as a master trust, the master trust rules discussed in FASB ASC 965-10-055 apply. When the underlying welfare plans have no assets other than those
held by the VEBA, the required Form 5500 supplemental schedules typically
associated with individual single employer plan Form 5500 filings are attached
to the master trust filing and need not be included with the separate filing of
each participating plan. (See the instructions to the Form 5500 for guidance on
master trust filings.) If the VEBA does not qualify as a master trust, the Form
5500 schedules should be prepared for each plan.

Going Concern (Auditing Ref: par. 2.129–.132)
7.165 In August 2014, FASB issued ASU No. 2014-15, Presentation of
Financial Statements—Going Concern (Subtopic 205-40): Disclosure of Uncertainties about an Entity's Ability to Continue as a Going Concern. This ASU
requires management to evaluate whether there are conditions or events, considered in the aggregate, that raise substantial doubt about an entity's ability
to continue as a going concern within one year after the date that the financial statements are issued or available to be issued, and to provide for related
disclosures in the notes to the financial statements. The amendments to this
ASU are effective for the annual period ending after December 15, 2016, and
for annual and interim periods thereafter. Early application is permitted. This

33

It is the trust that is required to get a determination letter, not the plan itself.
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guidance applies to all entities. If early adopting, see the guidance in section
H.01 in appendix H, "Guidance Updates," of this guide.
Note
In January 2015, the AICPA Auditing Standards Board issued four auditing
interpretations to address some of the effects of the accounting standards on
going concern. If FASB ASU No. 2014-15 is early adopted, these auditing interpretations to AU-C section 570, The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern (AICPA, Professional Standards),
address the following topics:

r
r
r
r

The definition of substantial doubt about an entity's ability to continue as a going concern
The definition of reasonable period of time
Interim financial information
Consideration of financial statement effects

See questions 1–4 in AU-C section 9570 and aicpa.org to view these interpretations. (www.aicpa.org/Research/Standards/AuditAttest/Pages/RecentA
AInterpretations.aspx.)

Changes in Service Providers (Auditing Ref:
par. 7.237–.239)
7.166 Changes in service providers (recordkeeepers, trustees, custodians,
actuaries, and auditors) are fairly common for employee benefit plans. The
Form 5500 requires disclosure for any change in actuaries or independent
auditors on Schedule C, Part III—"Termination Information on Accountants
and Enrolled Actuaries."

Auditing Considerations for H&W Plans
Note
Some of the requirements of the Affordable Care Act (ACA) that was passed
in 2010 affect the plan sponsor or service organizations whereas other requirements directly or indirectly affect the H&W plan. It is important for the
auditor of a H&W plan to understand the various provisions of the ACA and
their possible effects on risk assessment as well as accounting, auditing, and
reporting for the plan.
7.167 This section of the chapter discusses determining the audit strategy and describes relevant assertions when auditing an H&W plan. It includes
examples of the more common identified risks of what can go wrong at the
relevant assertion level and example audit procedures. This section does not
include all risks and procedures that could apply or be relevant to such audits when performing the audit in accordance with generally accepted auditing
standards (GAAS); however, it does focus on specific considerations for H&W
plan audits. The example audit procedures are not considered required procedures nor are they considered to be all-inclusive.
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7.168 Paragraph .04 of AU-C section 500, Audit Evidence (AICPA, Professional Standards), states that the objective of the auditor is to design and
perform audit procedures that enable the auditor to obtain sufficient appropriate audit evidence to be able to draw reasonable conclusions on which to
base the auditor's opinion. In accordance with paragraphs .06–.07 of AU-C section 500, when designing and performing audit procedures, the auditor should
consider the relevance and reliability of the information to be used as audit
evidence and that the procedures are appropriate for each audit.
7.169 Paragraph .30 of AU-C section 330, Performing Audit Procedures
in Response to Assessed Risks and Evaluating the Audit Evidence Obtained
(AICPA, Professional Standards), states that the auditor should include in audit documentation the (a) overall responses to address the assessed risks of
material misstatement at the financial statement level and the nature, timing,
and extent of the further audit procedures performed; (b) linkage of those procedures with the assessed risks at the relevant assertion level; and (c) results
of the audit procedures, including the conclusions when such conclusions are
not otherwise clear.
7.170 With respect to some risks, the auditor may determine that it is not
possible or practicable to obtain sufficient appropriate audit evidence only from
substantive procedures without also considering the effectiveness of controls.
Such risks may relate to the inaccurate or incomplete recording of routine
and significant classes of transactions or account balances, the characteristics
of which often permit highly automated processing with little or no manual
intervention. The plan's controls over such risks are likely relevant to the
audit.

Determining Audit Strategy
7.171 Determining the audit strategy requires the auditor to understand
what activities are performed by the various parties, such as those discussed in
paragraph 7.12. Example activities include investing and holding plan assets;
processing contributions, claim payments, insurance premiums, and expenses;
execution of transactions; maintaining records; and determining benefit obligations. It is important for the auditor to understand the key elements of the
plan related to eligibility, contributions, claim payments, insurance premiums,
benefit obligations, and plan expenses.
7.172 Once the auditor understands who is responsible for which activities, an understanding of the controls relevant to the audit and risks surrounding those activities is necessary to determine the nature, timing, and extent of
substantive testing. When activities are performed by the plan sponsor, controls may be in place that can be tested at the plan sponsor to help reduce the
extent of substantive testing. Often, the controls in place at the plan sponsor
specific to the H&W plan are minimal and cannot be tested to the level of precision to warrant reliance, thus requiring that a substantive approach be taken
for testing those activities. See chapter 4, "Internal Control," of this guide for
a discussion of internal control.
7.173 For certain plans, the controls at the plan sponsor (for example,
payroll activities as discussed in paragraphs 2.48–.53 of this guide) may be
more rigorous, making a controls-based approach more efficient, resulting in
a lower level of assurance needed from substantive testing. For those activities performed by a service organization, such as the trustee or other asset
custodian, often, a type 2 SOC 1 report is available that includes a description
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of the controls and relevant testing. If the plan sponsor has the appropriate
user control in place, the auditor may use the type 2 SOC 1 report to reduce,
but not eliminate, the amount of substantive testing in those areas. However,
such reports cover different activities and need to be read and evaluated. See
paragraphs 4.24–.28 of this guide for an in-depth discussion on the use of type
2 SOC 1 reports in an employee benefit plan audit.
7.174 Unless controls are in place to be tested at the plan sponsor, a typical audit strategy for an H&W plan may include more extensive substantive
testing for those activities performed by the plan sponsor and less extensive
substantive testing for those activities performed by the trustee, asset custodian, recordkeeper, claims processor, or payroll processor, assuming an appropriate type 2 SOC 1 report is available and appropriate procedures have been
performed. See chapter 4 of this guide for discussion of the use of SOC 1 reports.

Confidentiality or Indemnification Agreements
7.175 In certain instances (for example, testing claims at a third-party
claims processor), a third-party administrator will request that the auditor enter into a confidentiality or an indemnification agreement signed by the auditor,
third-party administrator, and plan sponsor relating to the access of information for claims testing. Auditors need to carefully review these agreements
because the auditor may not agree with certain language in the agreement,
resulting in delays in completing the audit while mutually agreeable language
is determined. Many of the representations and indemnifications in the agreements are very broad and, generally, require that the auditor hold the claim
processor harmless from any actual or threatened action arising from the release of information without limitation of liability. In addition, the agreements
may require the auditor to hold the client harmless, as well. This last indemnification will most likely contradict provisions in the engagement letter between
the auditor and client. Before entering into any confidentiality agreement, it
is important that the agreement be reviewed by the auditor's legal counsel.
If the auditor is unable to obtain access to records as a result of not signing
a confidentiality agreement, a scope limitation could result. See AU-C section
705 for the reporting requirements when the auditor concludes that a modification to the auditor's opinion on the financial statements is necessary due to
a limitation on the scope of the audit.

Cash Balances (Accounting Ref: par. 7.33–.37)
Relevant Assertions
7.176 The relevant assertions for cash balances include the following:
a. all cash balances are recorded and exist.
b. cash balances are owned by the plan and free of any restrictions.
c. cash balances are properly presented and disclosed in the financial
statements (for example, shown as an investment or noninterestbearing cash).

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.177 Certain cash accounts, such as cash clearing accounts, suspense
accounts, or cash disbursement accounts, may be omitted from the financial
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statements because these accounts may or may not be included in the trust
statements. Cash accounts owned and controlled by claims processors may be
improperly recorded as cash of the plan.34 When cash balances are properly
included, cash transactions or balances in bank statements may not reconcile
to the plan's financial statements, or ending cash balances from the prior year
may not agree to beginning cash balances in the current year.
7.178 Plans may have significant amounts of cash held by the trustee or
custodian outside of the plan due to uncashed checks. This cash may not be
properly accounted for in the plan's financial statements.

Example Audit Procedures to Consider
7.179 Cash balances represent cash on hand, in transit, or held by third
parties. For material cash balances held by the plan, the substantive audit
procedures, such as those customarily performed in audits of other entities,
are normally appropriate. For example
a. Obtaining a schedule of all cash accounts maintained by the plan
b. Confirming cash balances directly with the applicable entity holding the account
c. Testing the cash reconciliation, including reviewing reconciling
items (for example, deposits in transit and outstanding checks)
for reasonableness
d. Obtaining a cash transfer schedule and testing material cash transfers made before and after year-end
e. Inquiring about the existence of any restrictions on the withdrawal
of cash balances or compensating balance arrangements
f. Inquiring of plan management about any omitted balances that
may be held by the plan sponsor, trustee, custodian, or third-party
administrator

Note
Cash is frequently a material account balance in an H&W plan and may or
may not be held in a trust account but may be held in an ordinary bank
checking account or a disbursement account at the claims processor. For
limited-scope audits, cash balances are generally certified by a qualifying
institution. If cash is not certified, then full-scope audit procedures may apply,
such as confirmation, reconciliation, and cut-off procedures.

Investments and Related Income (Accounting Ref: par. 7.38–.41)
Relevant Assertions
7.180 The relevant assertions for investments and investment income
include existence, completeness, rights and obligations, valuation, and allocation. Detailed descriptions of these assertions can be found in chapter 8 of this
guide.

34

When auditing deposits with insurance entities, see paragraphs 7.196–.198.
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Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.181 Examples of identified risks of what can go wrong at the relevant
assertion level relating to investments and investment income can be found in
chapter 8 of this guide. The following are examples of identified risks of what
can go wrong at the relevant assertion level relating to investments specific to
H&W plans:
a. Insurance contracts are not properly recorded in the same manner
as specified in the annual report filed by the plan with certain
governmental agencies pursuant to ERISA; that is either at fair
value or at amounts determined by the insurance entity (contract
value) as of the reporting date due to the use of inappropriate
valuation methodologies, mathematical errors in the application of
the methodology, or inaccurate inputs.
b. Fully benefit-responsive investment contracts are not properly
recorded at contract value as of the reporting date.
c. TOLI investment assets are not properly accounted for or disclosed
in accordance with the applicable financial reporting framework.
d. Investment details and presentation for assets held in 401(h) accounts are not properly accounted for or disclosed in accordance
with the applicable financial reporting framework.

Example Full-Scope Audit Procedures to Consider
7.182 General audit procedures for investments when performing a fullscope audit can be found in chapter 8 of this guide; see paragraphs 8.166–
.173 for limited-scope auditing procedures. The following paragraphs contain
example audit procedures to be considered for investments that are specific to
H&W plans.

Common Trust Funds (Accounting Ref: par. 7.43)
7.183 Example audit procedures for common or collective trust funds can
be found in paragraphs 8.131–.132 of this guide.

Investment and Insurance Contracts (Accounting Ref: par. 7.44–.49)
7.184 Audit procedures for investment and insurance contracts can be
found in paragraphs 5.226–.227, 6.146–.149, and 8.137–.141 of this guide.

Master Trusts (Accounting Ref: par. 7.50–.51)
7.185 Audit procedures related to master trusts can be found in paragraphs 8.137–.140 of this guide.

TOLI (Accounting Ref: par. 7.52–.53)
7.186 Audit procedures for TOLI investment assets would be subject to
the same audit procedures as for any other plan investment, such as valuation
procedures, confirmation for existence, and reasonableness of investment income. Examples of substantive audit procedures that may be applied to TOLI
investments include
a. obtaining and reading the agreement between the issuer and plan.
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b. gaining an understanding of the terms of the agreement, including
the calculation of the premium amounts and the amounts of any
stabilization reserves.
c. confirming directly with the issuer, as applicable
i. premium payments made during the year.
ii. interest, dividends, refunds, credits, and changes in value
and whether such amounts have been charged or credited
during the year on an estimated or actual basis.
iii. the amount of the issuer's fees and other expenses incurred
during the year.
d. determining that the contract issuer is a financially responsible
party that should be able to satisfy the terms of the contract.
e. evaluating whether the characteristics of the contract that restrict
the use of the assets require disclosure in the financial statements
of the plan.
f. evaluating whether TOLI investment assets have been valued in
accordance with the applicable reporting framework.

401(h) Accounts (Accounting Ref: par. 7.55–.58)
7.187 Audit procedures for the investment assets held in a 401(h) account
would be subject to the same audit procedures as for any other plan investment,
such as valuation procedures, confirmation for existence, and reasonableness
of investment income. See general auditing guidance for all investments in
paragraph 8.128 of this guide.
Note
If 401(h) account investments are properly certified, the plan administrator
can limit the scope of the auditor's work on assets held and transactions
executed by the certifying entity. See chapter 8 of this guide for further
information on limited-scope audits under DOL regulations.

Contributions and Contributions Receivable (Accounting Ref:
par. 7.59–.62)
Relevant Assertions
7.188 The relevant assertions for contributions and contributions receivable include the following:
a. Amounts received or due to the plan have been appropriately determined, recorded, and disclosed in the financial statements in the
proper period and in accordance with the plan's provisions and the
applicable financial reporting framework.
b. An appropriate allowance has been made for uncollectible plan
contributions receivable in accordance with the applicable financial
reporting framework.
c. Participant contributions are authorized and have been executed
at the proper amount, in the proper period, and in accordance with
the plan's provisions and participant's benefit elections.
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d. All participants (active, retiree, and COBRA participants, as applicable) have been properly included in the eligibility reports and
contribution records.
e. Appropriate and accurate participant data, including payroll information, is being utilized in determining amounts contributed to
the plan.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.189 The following are examples of identified risks to what can go wrong
at the relevant assertion level relating to contributions and contributions receivable:
a. Employees are not appropriately included or excluded based upon
the plan's provisions (for example, a three-month waiting period to
participate or nonpayment of premiums).
b. Employer or employee contributions are not properly calculated,
authorized, or recorded in the proper period.
c. Employee deductions from payroll are inaccurate (incorrect rate
used) and not in accordance with the participant's benefit elections.
d. Contribution amounts per plan sponsor records do not reconcile to
the trust statements and actuarial valuation, if applicable.
e. Contributions receivable are not recorded or are recorded in the
incorrect period.
f. Employer contributions are delinquent or uncollectable. (This is a
common issue for multiemployer plans.)
g. Amounts related to specific legal or contractual requirements of the
employer to fund the plan have not been properly recorded.
h. Contributions from COBRA participants and retirees are not properly calculated or recorded in the proper period.

Example Audit Procedures to Consider
7.190 The following are examples of substantive procedures for auditing
contributions and contributions receivable:
Note
The plan document, annual enrollment materials, or the collective bargaining agreement of an H&W plan often specify the criteria that must be met
for the employer(s) to make a contribution or the rates for determining the
contribution.
a. Obtaining a schedule of contributions received and receivable for
the current year by source (for example, the plan sponsor; employers in a multiemployer plan; and participants [active employees,
former employees on COBRA, and retirees]) and testing for clerical
accuracy and compliance with the plan's provisions.
b. Tracing employer contributions to the plan sponsor's books and
records, such as authorization for the contribution by those charged
with governance, and the plan sponsor's financial statements.
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c. Obtaining and reviewing a reconciliation of contributions received
from the schedule obtained in procedure b to the contributions per
the plan sponsor's payroll or other records, the plan's cash receipts
records, and bank statements or trustee reports.
Note
Sometimes, a central bank account is used for the deposit of employer and
employee contributions to several related employee benefit plans. In those
circumstances, it may be necessary to test the amounts transferred to the
accounts of the individual employee benefit plans.
d. For participant contributions, reviewing the enrollment form or
other evidence of enrollment and determining that the participant
authorized the payroll deduction for the benefits selected.
e. Recalculating participant contributions based on applicable criteria (for example, benefit elections, compensation, hours worked)
and agreeing to the contribution rate or formula specified for the
enrollment year.
f. Reviewing criteria used by the plan in accruing employer and participant contributions receivable and determining that the accruals
have been recorded in accordance with the applicable financial reporting framework.
g. Tracing the subsequent receipt of contributions receivable to supporting documentation.
h. Evaluating the reasonableness of the plan's allowance for estimated uncollectible amounts based on testing of collections subsequent to the date of the financial statements and reviewing the
status of unpaid amounts.
i. Obtaining a schedule of, or inquiring of plan management about,
the timeliness of employee contributions deducted from payroll remitted to the plan and, if necessary, applying additional audit procedures. Failure of the plan sponsor to remit employee contributions to the plan in accordance with DOL regulations constitutes
a prohibited transaction. Plan management may need to consult
with ERISA legal counsel to determine if certain deposits are late
and are prohibited transactions. Additional information on remittance rules can be found in paragraph A.15 of appendix A of this
guide.
Note
For ERISA purposes, participant contributions are to be deposited in the
trust of the H&W plan on the earliest date they can reasonably be segregated
from the employer's general assets but in no event later than 90 days from
the date on which such amounts are withheld or received by the employer.
Rather than deposited into the trust, participant contributions that are deducted from payroll are commonly offset against claims or premiums paid
by the plan sponsor because the claim amounts typically exceed participant
contributions.
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j. Reviewing a reconciliation of contributions withheld per the payroll report used to test contributions to the plan sponsor's general
ledger.
7.191 Depending on the type of plan and the controls tested over payroll
(see paragraphs 2.48–.52 of this guide), it may be necessary to perform substantive audit procedures to test payroll data used to perform the procedure in
paragraph 7.190e for one or more pay periods and for a sample of participants.
7.192 See paragraphs 6.160–.164 of this guide for additional examples of
substantive audit procedures for multiemployer plans related to contributions.

Other Receivables (Accounting Ref: par. 7.63–.65)
Relevant Assertions
7.193 The relevant assertions for other receivables include the following:
a. Amounts reported in the financial statements represent a valid
receivable.
b. Amounts reported in the financial statements are complete, properly calculated, properly accumulated, and properly disclosed.
c. Receivables are reported in the financial statements in the proper
period and at net realizable value.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.194 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to other receivables:
a. Interest and dividends receivable are not properly accrued.
b. Income resulting from securities lending is not properly accrued.
c. Amounts due from brokers for securities sold, or derivative-related
activity, if applicable are not properly recorded.
d. Reimbursements from the plan sponsor or service providers for
fees, operational defects, or lost income are not properly recorded.
e. Stop loss reimbursements, refunds, rebates, or subsidized amounts
due the plan are not properly accrued.
f. Receivables due for legal settlements are not properly recorded.

Example Audit Procedures to Consider
7.195 Example audit procedures for other receivables generally consist
of testing the accruals to determine that the reported amounts are complete,
exist, and are accurately recorded in the proper period. A listing of all accrued
amounts can be obtained to determine the extent of substantive procedures,
such as reviewing supporting documents and agreements, confirming with
third parties, and testing the accuracy of the amounts, as well as reviewing
subsequent receipts or other records supporting the amounts and settlement
of the selected accruals.
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Deposits With, and Receivables From, Insurance Companies and
Other Service Providers (Accounting Ref: par. 7.66–.70)
Relevant Assertions
7.196 The relevant assertions for deposits with, and receivables from,
insurance companies and other service providers include the following:
a. Amounts reported in the financial statements represent a valid
deposit or receivable.
b. Amounts reported in the financial statements are complete, properly calculated, and properly accumulated
c. Receivables are reported in the financial statements in the proper
period and at net realizable value.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.197 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to deposits with, and receivables from,
insurance companies and other service providers:
a. Deposits required to be maintained are not recorded.
b. Premium stabilization reserves are not properly recorded.
c. Interest-bearing deposits are not included as an investment in the
Form 5500, Schedule H, line 4i—Schedule of Assets (Held at End
of Year).

Example Audit Procedures to Consider
7.198 Example audit procedures for deposits with, and receivables from,
insurance companies and other service providers generally consist of reviewing supporting documents and agreements, confirmation with third parties,
and testing the accuracy of the amounts, as well as subsequent receipts or
disbursements.

Operating Assets (Accounting Ref: par. 7.71–.72)
7.199 See paragraphs 6.168–.170 of this guide for the relevant assertions
for operating assets, as well as examples of identified risks of what can go
wrong at the relevant assertion level and related audit procedures.

Accrued Liabilities (Accounting Ref: par. 7.73–.74)
Relevant Assertions
7.200 The relevant assertions for accrued liabilities include the following:
a. Amounts payable are valid liabilities of the plan.
b. Amounts have been appropriately determined, recorded, and disclosed in the financial statements in accordance with the applicable
financial reporting framework in the proper period.
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Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.201 The following are examples of identified risks to what can go wrong
at the relevant assertion level relating to accrued liabilities:
a. Liabilities, such as due to brokers for securities purchased or investment management fees, if applicable, are not appropriately
accrued.
b. Unpaid administrative expenses (for example, fees for third-party
administrators, claims processing, trustees, auditors, actuaries, or
ERISA counsel) are not appropriately accrued in the proper period.
c. Current claims payable and IBNR claims are incorrectly recorded
as liabilities in the statement of net assets available for benefits
rather than as obligations in the statement of accumulated benefit
obligations.
d. Amounts due the plan sponsor or third-party administrators (for
example, claims processors) for amounts paid on behalf of the plan
have not been appropriately recorded.

Example Audit Procedures to Consider
7.202 Example substantive audit procedures for accrued liabilities generally consist of testing the accruals to determine that the reported amounts
are complete, exist, and are properly recorded. A listing of all accrued amounts
can be obtained to determine the extent of substantive procedures, such as
reviewing supporting documents or agreements, analytical procedures, direct
confirmation, testing the accuracy of the amounts, as well as subsequent payments or other records supporting the amounts and timing of the selected
accruals. A search for unrecorded liabilities could be performed by inspection
of plan records and trustee statements.

Benefit and Claim Payments (Accounting Ref: par. 7.78)
7.203 In accordance with paragraph .12 of AU-C section 315, as part of
the auditor's risk assessment, the auditor should obtain an understanding of
the nature of the plan and the plan's selection and application of its accounting
policies. For example, the following procedures may provide the auditor with a
basis for designing substantive audit procedures for relevant assertions related
to benefit and claims payments:
a. Obtaining an understanding of the types of benefits covered by
the plan, the eligibility requirements, and established performance
guarantees
b. Evaluating whether procedures exist for determining the continued
eligibility of participants or for beneficiaries to receive benefits
c. Obtaining and reviewing applicable SOC 1 reports for processes
outsourced to third-party claims processors on behalf of the plan
administrator, as well as evaluating the need to obtain additional
SOC 1 reports for identified subservice organizations and processes
and controls carved out
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Note
By design, SOC 1 reports provide the plan administrator and the plan's auditors with evidence regarding design and implementation (type 1) and operating effectiveness (type 2) of controls at a service organization but not
substantive audit evidence. Therefore, the existence of a SOC 1 report does
not eliminate the need to obtain substantive audit evidence when an auditor
concludes such evidence is necessary. (See chapter 4 of this guide for guidance
regarding the use of SOC 1 reports.)
d. Evaluating the adequacy of the controls over the installation and
maintenance of key plan information, such as benefit provisions,
participant information, providers, and rate structure
7.204 The claims administration and claims adjudication process is complex; therefore, the risk of material misstatement associated with claims is
inherently higher. Obtaining a sufficient understanding of an H&W plan's internal controls over claim payments is critical to assessing the risks of material
misstatement of the financial statements, whether due to error or fraud. See
appendix C, "Risk Assessment and Internal Control Considerations—Claim
Payments," of this chapter and appendix B, "Examples of Controls," of this
guide for further information regarding controls over claim payments.

Relevant Assertions
7.205
whether

The relevant assertions for auditing claim payments include

a. claim payments have been made in accordance with plan provisions
and related documents.
b. claim payments are made to, or on behalf of, persons entitled to
them and only to such persons (for example, that claim payments
are not being made to participants who no longer have coverage,
deceased beneficiaries, or persons other than eligible participants
and beneficiaries).
c. claim payments are recorded in the proper account, amount, and
period.
d. claim payments are presented and disclosed in accordance with the
applicable financial reporting framework.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.206 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to claim payments:
a. Plan provisions are improperly applied either when installed or
maintained in the claims processor's system.
b. Claim payments are not properly authorized or are not in accordance with the provisions of the plan document.
c. Claim payments are not recorded timely.
d. Claim payment details are incorrectly submitted or entered in the
claims clearinghouse or claims processing system.
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e. Payments made to claims processors for claims paid to participants
are not tracked, are improperly recorded, and are not in accordance
with the plan document or negotiated rates.
f. Check registers do not reconcile to claims data files for the same
period.
g. Claim payments are made to or on behalf of individuals that are
ineligible to receive benefits.
h. Demographic information reported in the human resources system
and payroll system is incomplete or incorrect.
i. Claims paid in a minimum premium plan (see paragraph B-2 in appendix B of this chapter) are improperly recorded as claims versus
premiums paid.
j. Fictitious or duplicate claim payments are recorded.
k. Claim payments are calculated incorrectly.
l. Fees associated with administrative services only (ASO) arrangements are reported with claims paid.
Note
It is important for the auditor to assess whether, depending on the specific
facts and circumstances of the control environment related to financial reporting or misappropriation of assets, a fraud risk is associated with benefit
payments. If the auditor identifies a risk of material misstatement due to
fraud related to benefit payments, the auditor should design and perform
further audit procedures whose nature, timing, and extent are responsive to
the assessed risks of material misstatement due to fraud at the level, in accordance with paragraph .30 of AU-C section 240, Consideration of Fraud in
a Financial Statement Audit (AICPA, Professional Standards). An employee
may have the ability to initiate, authorize, and record a transaction or may
have custody of assets within the process such that he or she is able to perpetrate and conceal an error or irregularity, causing duplicate or fictitious
benefit payments or withdrawals to be recorded.

Example Audit Procedures to Consider—Health Claims
7.207 The following are examples of substantive audit procedures for
auditing health claim payments:
a. Performing substantive analytical procedures using an appropriate
level of disaggregation (for example, by type of benefit or by month).
Note
Because of the nature of claims, it may be difficult to obtain evidence with
respect to specific assertions associated with claims exclusively through the
performance of substantive analytics.
b. Inquiring of plan management about the status of denied claims
and, if deemed necessary, testing a sample of denied claims and
evaluating whether the selected claims were appropriately denied.
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c. Obtaining and reviewing a reconciliation of the claims data file for
the period to wire transfer information or bank statements.
Note
Some reconciliation variances may be due to (a) claims adjustments included
in the data file, but the refund is pending or was received after the audit
period (it may be helpful to determine how adjustments can be identified
[often a change in the claim number]); (b) charges that may not be included
on one of the files being compared; or (c) refunds and rebates that may not be
reflected in the claims data (for example, stop-loss reimbursements, refunds
received after the audit period, or PBM rebates).
d. For selected claims
i. examining claim submission for type and amount of claim,
as well as the propriety of required approvals, if applicable.
Note
Approvals may be required by the board of trustees or administrative committee for large or disputed claims.
ii. examining service provider statements or other evidence
of service rendered (for example, provider bill or data feed
from claims clearinghouse).
iii. evaluating if the participant or beneficiary was eligible on
the date of service.
iv. testing the accuracy of the claim payment based on the
plan provisions and related documents. Was the claim adjusted, and if so, was it appropriately adjusted?
Note
Testing the accuracy of a claim payment can be challenging. Documentation
supporting claim payments is generally maintained by the claims processor
and, to protect confidentiality, may only be available on-site at the claims
processor. See appendix B of this guide for further information on benefit
calculations. Auditors may consider the need to involve a claims specialist to
assist in testing claims payments. See paragraphs 2.65–.94 of this guide for
procedures to consider when using the work of a specialist.
v. comparing the benefit payment amount with the amount
included in the cash disbursement records or trustee reports.
vi. testing receipt of the benefit payment. This can be accomplished by a number of methods, such as comparing canceled checks with the plan's cash disbursement records,
comparing the payee name or account name on electronic
funds transfers with the participant or beneficiary name,
or confirming payment of benefits by corresponding directly with selected participants, service providers, and
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beneficiaries or with service provider statements or other
appropriate documents. In addition, the auditor may want
to consider inquiring about the existence and frequency of
participant complaints.
For plans with stop-loss coverage, evaluating whether specific deductibles or aggregate deductibles (commonly referred to as aggregate attachment points) have been reached (because the insurance
entity is liable for amounts in excess of the specific deductible or
aggregate attachment points).
Investigating long-outstanding benefit checks. Long-outstanding
checks may be indicative of duplicate payments or deceased or
missing participants.
Determining that fees associated with ASO arrangements are reported separate from total claims paid.
Reviewing the criteria used by the plan to record benefit payments
and determining that the claim payments have been recorded in
accordance with the applicable financial reporting framework.
Note

It is important to note that benefit payments are susceptible to fraud, especially when a lack of segregation of duties makes it possible for an employee
to divert unauthorized benefit payments to another account outside of the
plan.

Example Audit Procedures to Consider—Welfare Claims
7.208 The following are examples of substantive audit procedures for
auditing nonhealth (for example, death, disability, unemployment) claim payments:
a. Obtaining a schedule of claim payments made to participants for
the current plan year and performing the following for a sample of
participants receiving benefits:
i. Evaluating the participant's or beneficiary's eligibility
(that is, whether the payee meets the plan's eligibility requirements) by examining evidence of employment history
data and comparing employment dates, credited service,
earnings, and any employee contributions with payroll or
other appropriate records:
(1) For death and disability benefits, examining a
copy of the death certificate and beneficiary form,
physician's statement, and other appropriate documents.
(2) For long-term disability benefits, examining a
written determination by a doctor of whether the
participant can perform his or her occupation or
any occupation and reading doctor notes and participant questionnaires, as well as examining the
determination of functional capacity.
ii. Recomputing benefits based on the plan document, benefit
level elected, and pertinent service or salary history.
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iii. Comparing the payee and benefit payment amount with
cash disbursement records or trustee reports.
iv. For benefit payments received directly by participants,
testing receipt of the benefit payment. This can be accomplished in a number of ways, such as comparing canceled
checks with the plan's cash disbursement records, comparing the payee name or account name on electronic funds
transfers with the participant or beneficiary name, or confirming payment of benefits by corresponding directly with
selected participants, service providers, and beneficiaries
or with other appropriate documents. In addition, the auditor may want to consider inquiring about the existence
and frequency of participant complaints.
b. Evaluating whether procedures exist for determining the continued
eligibility of participants or for beneficiaries to receive benefits and
that individuals are removed from the benefit rolls upon death or
termination of the claim.
c. Investigating long-outstanding benefit checks. Long-outstanding
checks may be indicative of duplicate payments or deceased or missing participants and could result in expanded audit procedures.
7.209 In some circumstances, benefit disbursements are made by a third
party, such as a bank, an insurance company, or other service provider. In
these circumstances, it is important for the auditor to obtain an understanding
of the internal control procedures of the third party. This can be satisfied either
through obtaining a type 2 SOC 1 report or applying appropriate auditing
procedures at the service organization.35

Insurance Premiums (Accounting Ref: par. 7.79–.83)
Relevant Assertions
7.210 The relevant assertions for auditing insurance premiums include
whether
a. insurance premiums are paid in accordance with the plan provisions and properly authorized.
b. insurance premiums are paid in accordance with agreements with
the insurance entity.
c. insurance premiums are recorded in the proper account, amount,
and period.
d. the premium payments are presented and disclosed in accordance
with the applicable financial reporting framework.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.211 The following are examples of what can go wrong at the relevant
assertion level relating to insurance premiums:

35
If a type 2 SOC 1 report is obtained that specifically covers the testing of benefit payment
disbursements, the plan auditor may be able to reduce substantive tests of the benefit payment
disbursements.
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Insurance premiums are not properly recorded (for example, when
paid from the general assets of the plan sponsor) or classified.

b. Insurance premiums paid in minimum premium plans36 are improperly recorded as claims paid.
c. Insurance premiums are not calculated in accordance with the
agreement with the insurance entity (for example, in arrangements
when the plan sponsor bills the insurance entity or for experiencerated contracts).
d. Allocation of insurance premiums between plans is not apportioned
correctly.
e. Insurance premiums are not properly authorized prior to recording
and payment.

Example Audit Procedures to Consider
7.212 The following are examples of substantive audit procedures for
auditing insurance premiums:
a. Comparing the number of eligible participants, as shown by the
plan's eligibility records, with the premium computation and tracing the applicable premium rates to the insurance contracts
b. Recalculating premiums paid by multiplying the number of eligible
participants by the premium rate in the insurance contract
c. Tracing participants listed in the premium computation list to the
eligibility records
d. Comparing periodic premiums paid between years, including subsequent payments, and investigating the reasons for significant
changes
e. Consider the change in premiums paid between periods in relation
to the number of participants
f. Directly confirming with the insurance entity the total premiums
paid during the year, premiums payable to the insurance company,
and other obligations and assets of the plan at year-end

Note
Schedule A must be attached to the Form 5500 for every plan if any benefits
under the plan are provided by an insurance company, insurance service, or
similar institution. The information reported on Schedule A generally supports the amounts paid to insurance companies for premiums, as well as
commissions. Comparing the Schedule A information to the plan's financial
statements, may assist the plan auditor in determining if all vendors providing benefits have been included in the plan's financial statements. It should
be noted that the insurance contract year may not coincide with the plan's
year-end, requiring plan management to reconcile any differences.

36
See paragraph B-2 in appendix B, "Examples of Health and Welfare Arrangements," of this
chapter for a discussion of minimum premium plans.
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Plan Expenses (Accounting Ref: par. 7.84–.87)
Relevant Assertions
7.213 The relevant assertions for plan expenses include whether plan
expenses
a. are paid in accordance with the plan provisions and properly authorized.
b. are paid in accordance with service provider agreements.
c. are recorded in the proper account, amount, and period.
d. are presented and disclosed in accordance with the applicable financial reporting framework.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.214 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to plan expenses:
a. Plan expenses do not represent allowable expenses per the plan
document or regulatory provisions.
b. Plan expenses are paid to fictitious vendors.
c. Plan expenses are not properly accrued or classified.
d. Plan expenses, including ASO fees, are not calculated in accordance
with service provider agreements.
e. Fees associated with ASO arrangements are reported in total with
claims paid.
f. Allocation of expenses between plans or between the plan sponsor
is not apportioned correctly.
g. Plan expenses are not properly authorized prior to recording and
payment.
h. Plan expenses are not properly recorded by the trustee or custodian.

Example Audit Procedures to Consider
7.215 The following are examples of substantive audit procedures for plan
expenses:
a. Reviewing the terms of the plan document and minutes of the board
of trustees or administrative committee to determine that administrative expenses were properly authorized and allowed by the
plan.
b. Performing analytical procedures for recurring types of expenses
that are routinely paid out of the plan from year to year.
c. Analyzing the expenses and examining supporting invoices, documents, and computations.
d. Reviewing service agreements and considering testing to ascertain
that the contracted services were performed and that the payments
were in accordance with the terms of the agreement.
e. If plan expenses are allocated among several plans sponsored by
the same plan sponsor or a multiemployer plan, reviewing the allocation to determine that it is appropriate and determining that the
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method of allocation selected was approved by the board of trustees
or administrative committee.
Note
For plans that invest in a master trust, the investment expenses are generally allocated to the respective plans, and any other expenses are charged
directly to each plan. Multiemployer plans often share expenses with related
plans and with the sponsoring unions. A study may be performed periodically (perhaps as often as every two to three years) by the entities involved to
determine that no entity is charged more than its fair share of the allocated
expenses. In those instances when expenses are shared, the independent auditor might review the methods utilized to allocate expenses to determine
that each organization has paid its fair share.
f. Determining that fees charged by trustees, claims processors, investment advisers, and others are in accordance with the respective
agreements and the regulations. In multiemployer plans, trustees
may be reimbursed by the plan for meetings and other expenses
associated with the plan's operations. These expenses can receive
considerable scrutiny in DOL and IRS reviews and examinations.
Note
As part of planning and risk assessment, it is important for the auditor to obtain an understanding of the expenses that are allowed to be paid by the plan
according to the plan document and develop audit procedures as appropriate.
A review of service provider agreements may assist in the understanding
of fee arrangements. Additional inquiries with plan management and the
service providers may be required.
7.216 Any fees or expenses paid to related parties or parties in interest
need to be considered for disclosure under FASB ASC 850, Related Party Disclosures, as well as ERISA regulations. In addition, expenses paid by the plan
that are not allowed by the plan document or excessive fees, no matter how
immaterial, may be deemed a prohibited transaction requiring further testing
and disclosure, as described in paragraph 2.98 of this guide. For example, fees
may be paid by one plan on behalf of another plan as a result of errors or
inappropriate allocations, or fees may be paid by the plan for certain services
relating to services provided to the plan sponsor, such as trustee fees or claims
processing fees.

Benefit Obligations—Defined Benefit H&W Plans
Claims Payable, Claims IBNR, and Premiums Due to Insurance Entities
(Accounting Ref: par. 7.88–.101)
Relevant Assertions
7.217 The relevant assertions related to claims payable, claims IBNR,
and premiums due to insurance entities include amounts
a. due for claims payable, claims IBNR, and premiums due to insurance entities are valid obligations of the plan.
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b. that have been determined, recorded, and disclosed in the financial
statements in accordance with the applicable financial reporting
framework.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.218 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to claims payable, claims IBNR, and
premiums due to insurance entities:
a. Plan sponsor does not have the appropriate experience to calculate
claims IBNR.
b. Reported but not paid claims are double counted in the estimate of
claims IBNR.
c. Historical claims paid used in the calculation of claims IBNR do
not reconcile to actual historical claims payment records.
d. Claims IBNR are double counted when claims IBNR for retirees
are included in the postretirement benefit obligation.
e. Insurance premiums are not accurately determined.
f. Obligations associated with claims and premiums are incorrectly
recorded as liabilities in the statement of net assets instead of as
obligations on the statement of benefit obligations.

Example Audit Procedures to Consider
7.219 The following are example substantive audit procedures for claims
payable, claims IBNR, and premiums due to insurance entities (Also, see chapter 2, "Planning and General Auditing Considerations," of this guide for additional guidance on using the work of a specialist.):
a. For claims payable
i. obtaining information regarding claims that were reported
to the plan prior to the financial statement date but not
paid as of the financial statement date and investigating
any unusual items
ii. performing analytical procedures, such as comparing unpaid claims between periods and in relation to claims incurred during the period and changes in the number of
participants
b. For claims IBNR:
i. comparing the current method with the method used in
the prior period for consistency
ii. the effect of factors such as changes in claim costs, trends
of recent experience, and catastrophic losses
iii. testing input data used in the claims IBNR estimate back
to source documents
iv. performing analytical procedures, such as comparing the
ratio of the estimated claims IBNR to the number of participants as of the financial statement date with that of
the prior period and investigating fluctuations between
periods while considering the effects of factors identified
in item b(ii)
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Note
In accordance with paragraph .12 of AU-C section 315, as part of the auditor's
risk assessment, the auditor should obtain an understanding of the nature
of the plan and the plan's selection and application of its accounting policies.
For example, gaining an understanding of the plan sponsor's method of estimating claim IBNR, including (a) comparing the current method with the
method used in the prior period for consistency and (b) the effect of factors
such as changes in claim costs, trends of recent experience, and catastrophic
losses may provide the auditor with a basis for designing substantive audit
procedures for relevant assertions related to claims IBNR.

c. For premiums due to insurance entities
i. obtaining the insurance contracts and understanding the
nature of the arrangement and how premiums are determined
ii. confirming premiums payable with the insurance entity
iii. determining whether experienced-rated contract adjustments have been properly recorded
7.220 For obligations calculated by an actuary, see
a. paragraphs 2.65–.94 of this guide for procedures to consider when
using the work of a specialist.
b. paragraph 7.225 for procedures to test the reliability and completeness of the participant census data and plan asset data used by the
actuary in the actuarial valuation.
c. exhibit 7-2, "Illustrative Letter to Plan Actuary," for an illustrative letter to the plan actuary requesting a copy of the actuary's
report and other information on the plan. This illustrative letter
covers various types of benefit obligations that may be estimated
by an actuary (for example, IBNR, postemployment, and postretirement) and would need to be tailored for the specific plan under
audit.

Obligations for Accumulated Eligibility Credits and Postemployment
Benefits (Accounting Ref: par. 7.102–.110)
Relevant Assertions
7.221 The relevant assertions related to obligations for accumulated eligibility credits and postemployment benefits include the following:
a. Participant census data used in the computed obligations is complete and accurate.
b. Obligations for accumulated eligibility credits and postemployment
benefits and amounts for changes in those obligations are appropriately determined, presented, and disclosed in the financial statements in accordance with the applicable financial reporting framework.
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Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.222 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to obligations for accumulated eligibility
credits and postemployment benefits:
a. The plan sponsor or actuary does not have the appropriate qualifications or related experience to perform the valuation.
b. Participant groups are inappropriately excluded or included from
the census data.
c. Benefits paid per the valuation do not agree with benefits paid per
the trustee or plan sponsor.
d. Participant data used in the valuation does not reconcile to the
plan sponsor's payroll and personnel records.
e. The plan sponsor or plan's actuary maintains incomplete or incorrect census data or uses inappropriate factors or assumptions,
causing inaccurate computations and errors in the preparation of
the disclosures of benefit obligations.
f. The obligation is calculated as of an incorrect valuation date.
g. Assumptions used in calculating the obligation are not based on
the plan's provisions or plan experience or are inappropriate or
unreasonable.
h. Identified operational errors are not appropriately factored into the
calculation of the obligation.
i. Plan amendments have not been properly included or excluded,
depending on the valuation date.
j. Postemployment obligations are not properly recorded when the
expected participant contributions are not sufficient to cover the
amount of expected benefit payments.

Example Audit Procedures to Consider
7.223 The following are example substantive audit procedures relating
to obligations for accumulated eligibility credits and postemployment benefits, including changes therein (Also, see chapter 2 of this guide for additional
guidance on using the work of a specialist.):
a. For accumulated eligibility credits
i. reviewing the criteria used by the plan in accruing eligibility credits.
ii. obtaining a report detailing accumulated eligibility credits
earned and determining if eligibility credits are being
(1) accumulated properly in accordance with the plan
document.
(2) applied in accordance with the criteria established by the plan.
iii. for an insured benefit, multiplying the current insurance
premium rate per the insurance contract by the number
of accumulated eligibility credits.
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iv. for an uninsured benefit, recalculating the obligation by
multiplying the average cost of benefits by the number of
accumulated eligibility credits.
b. For postemployment obligations
i. reviewing the terms of the plan document for a description
of how benefits are earned and determining if the conditions have been met for recognizing a benefit obligation.
ii. determining if the recorded obligation represents the
amount that is to be funded by contributions from the
employer(s) and existing plan assets.
c. For obligations calculated by an actuary, see
i. paragraph 7.226 for procedures to consider when using the
work of an actuary and for procedures to test the reliability
and completeness of the participant census data and plan
asset data used by the actuary in the actuarial valuation.
ii. exhibit 7-2 for an illustrative letter to the plan actuary
requesting a copy of the actuary's report and other information on the plan. This illustrative letter covers various
types of benefit obligations that may be estimated by an
actuary (for example, IBNR, postemployment, and postretirement) and would need to be tailored for the specific
plan under audit.

Postretirement Benefit Obligations and Participant Census Data
(Accounting Ref: par. 7.111–.121)
Relevant Assertions
7.224 The relevant assertions related to postretirement benefits include
the following:
a. Participant census data used in the actuarially computed present
value of postretirement benefits is complete and accurate.
b. Actuarial present value of postretirement benefits, components of
those benefits, and amounts of changes in the actuarial present
value of postretirement benefits as determined by the actuary are
properly presented and disclosed in the financial statements in
accordance with the applicable financial reporting framework and
appropriately determined by the plan actuary.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.225 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to postretirement benefits:
a. The actuary does not have the appropriate qualifications or related
experience to perform the valuation.
b. Participant groups are inappropriately excluded or included from
the census data.
c. If the plan sponsor maintains multiple H&W plans, participants
may not be reflected in the appropriate plan's census data and
postretirement benefit obligation.
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d. Participant data used by the actuary does not reconcile to the plan
sponsor's payroll and personnel records.
e. The plan's actuary maintains incomplete or incorrect census data
or uses inappropriate factors or assumptions, causing inaccurate
computations and errors in the preparation of the disclosures of
benefit obligations.
f. The actuary calculates the postretirement benefits as of an incorrect valuation date.
g. Retiree contributions are not properly reflected in the postretirement benefit obligation.
h. Postretirement benefit obligation assumptions are not based on
the plan provisions or plan experience or are inappropriate (for
example, discount rate, average retirement age, and mortality table
utilized) or unreasonable.
i. Identified operational errors are not appropriately factored into the
calculation of the postretirement benefit obligation.
j. Plan amendments have not been properly included or excluded,
depending on the valuation date.

Example Audit Procedures to Consider
7.226 The following are example substantive audit procedures that the
auditor may be required to apply or may apply for benefit obligations and
changes therein (Also, see paragraphs 2.65–.94 of this guide for additional
guidance on using the work of a specialist.):
a. Evaluating the professional qualifications of the actuary, including
his or her competence, capabilities, and objectivity as required by
paragraph .08 of AU-C section 500. If the actuary is not known to
the auditor, consider other factors that might provide information
regarding the actuary's qualifications. Examples of factors to consider are whether the actuary is an enrolled actuary under ERISA
Sections 3041 and 3042, the actuary's membership in a recognized
professional organization, and the opinion of other actuaries whom
the auditor knows to be qualified regarding the actuary's professional qualifications.37
b. Obtaining an understanding of the actuary's objectives, scope of
work, methods, and assumptions and his or her consistency of application. For H&W plans, ascertain whether the methods and assumptions used in the postretirement benefit information are in
accordance with FASB ASC 965.
c. Inquiring whether the actuarial valuation considers all pertinent
provisions of the plan, including any changes or amendments to
the plan or other events affecting the actuarial calculations.
d. Inquiring about the nature of any interests or relationships the
actuary may have with the plan or plan sponsor that may create threats to the actuary's objectivity (such as financial interests,
37
There are no universal standards for establishing the professional qualifications of an actuary.
Some actuaries specialize in, or concentrate on, pension matters; others confine their practice to life
or property and liability insurance matters. Qualification, by education and experience, to practice in
one of these areas does not necessarily prepare the actuary to practice in other areas.
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business or personal relationships, or the provision of other services) and any applicable safeguards. Although safeguards cannot
eliminate all threats to the objectivity of an actuary, threats such
as intimidation threats may be of less significance to a specialist
engaged versus employed by the plan or plan sponsor, and the effectiveness of safeguards such as quality control procedures may
be greater. This evaluation of objectivity may be accomplished by
asking the client to have the actuary describe in writing interests
and relationships, if any, that may exist and appear to impair the
objectivity of the actuary's work. See chapter 2 of this guide for
further discussion on the use of specialists.
e. Testing the reliability and completeness of the participant census
data used by the actuary in the actuarial valuation. Procedures
may include the following:
i. Obtaining and reviewing a reconciliation of aggregate census data (for example, the number of employees and covered compensation to amounts shown in the actuarial valuation report)
ii. Obtaining and reviewing a reconciliation of plan assets (including contributions receivable) reflected in the trustee
statements to the amounts in the actuarial valuation report and confirmation with the plan's actuary
iii. Selecting a sample of participants from the census data
used by the actuary, determining that the participants
are eligible to participate in the plan in accordance with
the plan document and agreeing selected participant information (birth date, hire date, termination date, retirement date, gender marital status, and period of service
with the employer) to payroll records and personnel files
to determine that participants are properly classified (for
example, active, terminated, or terminated vested)
iv. For participant census listings that include multiple
plans, determining that the participant was coded to the
appropriate plan based on eligibility
v. Verifying that all eligible participants are included in the
census data by agreeing the total number of participants
per the census data report to the number of eligible participants included in the plan sponsor's personnel and payroll
records or testing a sample of participants for proper inclusion or exclusion
vi. Performing substantive analytical procedures by comparing the number of participants for the current year versus
the prior year, as well as the number of participants versus
the number of employees
vii. Obtaining and reviewing a rollforward of the census
data from one year to the next and determining whether
changes between years are reasonable and consistent with
other audit evidence.
f. Confirming aggregate participant data used in the actuarial valuation directly with the plan's actuary. (The auditor may include
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this request as part of the audit inquiry letter to the plan's actuary.) In addition, the auditor may also confirm information related
to selected individual participant's census data that is part of the
aggregate amounts.
Note
When such information is obtained directly from the actuary, there may not
be a necessity to confirm the participant data with the actuary.
g. An illustration of a letter to the plan's actuary requesting a copy
of the actuary's report or other information on the plan appears in
exhibit 7-2.
Note
In situations in which the auditor also audits the financial statements of the
plan sponsor, the auditor may combine the request for this information with
a request for information necessary for compliance with FASB ASC 715.

Letters to Plan Actuaries
7.227 The types of information the auditor may consider confirming with
the actuary include
a. a description of participant groups covered.
b. a brief general description of the characteristics of the plan used
in the actuary's calculations, including, but not limited to, benefit
provisions.
c. the number of employees in the actuary's valuation and the number
of participants and beneficiaries who are retired under the plan,
other participants fully eligible for benefits, and participants not
yet fully eligible for benefits.
d. the present value of the plan's benefit obligations.
e. the date of the valuation of the benefit obligations and census data
used. (If the date of the census data used is other than the plan
year-end, have the actuary indicate the basis for projecting the
data to the year-end.)
f. descriptions of the principal assumptions and methods used in determining the present value of plan obligations and of any changes
in assumptions or methods (for example, interest rates) and the
effect of any changes.
g. the significant effects (either individually or in the aggregate) on
the current year of the changes resulting from plan amendments.
h. knowledge of an intent on the part of the employer (sponsor company) to fully or partially terminate the plan.
i. the amount of unbilled or unpaid actuary's fees applicable to the
plan's year-end and payable by the plan.
7.228 Exhibit 7-2 contains an illustrative letter to the plan actuary requesting a copy of the actuary's report and other information on the plan. This
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illustrative letter covers various types of benefit obligations that may be calculated by an actuary (for example, IBNR, postemployment, and postretirement)
and would need to be tailored for the plan under audit.

Exhibit 7-2: Illustrative Letter to Plan Actuary
[Requesting a copy of the actuary's report or other information about the plan's
obligations]
In connection with an audit of the financial statements of XYZ health and
welfare plan [date of statements], we request that you furnish our auditors,
[name and address], the following described below as of [the benefit information
date]. For your convenience, you may supply the actuarial report for the health
and welfare plan listed above. If any information that is requested on the
following pages is provided in the actuarial valuation report, you may provide
a reference to the location of such information in the actuarial valuation report
rather than repeating such information.
Please provide our independent auditors with the following information to
facilitate completion of their audit:
1. Actuarial valuation of the accumulated postretirement benefit obligation, as defined in Financial Accounting Standards Board Accounting Standards Codification (ASC) 715-60, Compensation—
Retirement Benefits—Defined Benefit Plans—Other Postretirement
and 965-30, Plan Accounting—Health and Welfare Benefit Plans—
Plan Benefit Obligations (formerly, FASB Statement No. 106, Employers' Accounting for Postretirement Benefits Other Than Pensions; Statement of Position ("SOP") 01-2, Accounting and Reporting by Health and Welfare Benefit Plans and FASB Staff Position
("FSP") 106-2, Accounting and Disclosure Requirements Related to
the Medicare Prescription Drug Improvement and Modernization
Act of 2003):
(a) Indication if the value is as of the plan's year-end or determined by rollforward from a previous date.
(b) If the value is determined by rollforward from a previous
date, provide the following information:
(i) Basis for projecting the data to the plan's yearend
(ii) Verification that the projection does not materially differ from the estimated actual valuation at
the plan's year-end
(c) Indication whether the value of the accumulated postretirement benefit obligation is net of participant contributions.
(d) Indication of whether the obligation includes or does not
include the impact of the Medicare subsidy provided by
the Medicare Prescription Drug, Improvement, and Modernization Act of 2003. If the actuarial equivalence of the
pharmacy benefits has not yet been determined, please
indicate such.
(e) The effect of a one percentage point increase in the assumed health care cost trend rates for each future year on
the postretirement benefit obligation.
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(f) Rollforward to the plan's year-end of [December 31, 20XX]
of the change in accumulated postretirement benefit obligation from the preceding benefit information date, including separate identification of items that were individually
significant.
2. Actuarial valuation of claims incurred but not reported (IBNR):
(a) Indication of the population included in the IBNR estimate
(that is, actives, retirees)
(b) If the IBNR estimate is not actuarially determined, indication about whether the accumulated postretirement
benefit obligation includes a provision for claims IBNR
3. Actuarial valuation of postemployment benefits and any related accumulated eligibility credits for active participants, net of amounts
currently payable:
(a) Indication of whether such an obligation includes an estimate of claims IBNR at year-end
(b) If the plan provides postemployment benefits that are not
actuarially determined, indication of such benefits provided
4. Actuarial valuation of postretirement benefits for each of the following groups of participants:
(a) Retired plan participants, including their beneficiaries
and covered dependents, net of amounts currently payable
and claims IBNR
(b) Other plan participants fully eligible for benefits
(c) Plan participants not yet fully eligible for benefits
5. The actuarial assumptions used, including (as appropriate):
(a) Discount rate
(b) Rate of compensation
(c) Expected long-term rate of return on plan assets
(d) Initial medical trend
(e) Ultimate medical trend
(f) Grade-down period
6. A brief description of the following for each plan:
(a) Your understanding of the plan sponsor's funding policy
for the plan
(b) Any significant liabilities other than for benefits, such as
for legal or accounting fees
(c) A description of the plan provisions, including any substantive commitment, such as past practice or a history of
regular benefit increases, used as the basis for accounting
for the benefit obligation
(d) A listing of the economic and demographic assumptions
used to calculate the plan obligations
7. Confirmation that the information requested herein was, to the
best of your knowledge, determined in accordance with the
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Code of Professional Conduct of the American Academy
of Actuaries
relevant Actuarial Standards of Practice (as outlined in
the Applicability Guidelines for Actuarial Standards of
Practice published by the American Academy of Actuaries)

If not, please describe any differences.
8. A description of any plan amendments during the year and the
resulting effect on the accumulated benefit obligation.
9. A description of the methodology used in the development of the
health care cost trend rate assumption, as well as the average per
capita claims assumption.
10. A discussion of the factors considered in your recommendation for
each of the economic and noneconomic assumptions, especially the
discount rate and long-term rate of return. Please provide this
information for the plan.
11. Confirmation of your belief that all the assumptions used for these
measurements (both the economic and demographic assumptions)
are reasonable. If not, please explain.
12. A brief statement indicating your professional qualifications for
rendering actuarial valuations, including whether you are in compliance with the Qualification Standards of the American Academy
of Actuaries to perform these measurements and provide these
statements of actuarial opinion.
13. Confirmation of whether you have been notified of a decision by the
plan sponsor to fully or partially terminate the plan. If so, please
describe the effect on the plan and information requested herein.
14. Describe the nature of your interests and relationships, if any, with
the plan or plan sponsor that may impair or appear to impair the
objectivity of your work.
15. Participant listing or electronic data file corresponding to the actuarial valuation report (that is, listing of active, terminated, vested,
retired, or inactive participants).
16. [Include the following request for funded welfare benefit plans: A
summary of the results of the most recent tax qualification testing
determining whether fund income is subject to the tax on unrelated
business income as set forth in IRC Sections 419A and 511.]
17. We also request that you provide to our independent auditors the
following information for the plan: [list any additional information]
Your prompt attention to this request will be appreciated.
Very truly yours,
Plan Administrator

Defined Contribution H&W Plans
7.229 Many of the audit considerations applicable to a defined contribution H&W plan are similar to those for a DC plan. Refer to chapter 5, "Defined Contribution Retirement Plans," of this guide when determining the audit strategy for testing participant account balances. For defined contribution
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H&W plans in which participants seek reimbursement of authorized plan benefits, although distributions are charged to the applicable participant's account
balance, the procedures for auditing such distributions would be more similar
to the procedures described when auditing claims in a defined benefit welfare
plan.

Plan Mergers and Spin-offs (Accounting Ref: par. 7.145–.146)
Relevant Assertions
7.230 The relevant assertions related to plan mergers and spin-offs include the following:
a. Mergers and spin-offs are recorded in accordance with plan provisions and other legal documentation and in the proper period.
b. Mergers and spin-offs are fairly presented in the financial statements and properly disclosed.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.231 The following are examples of identified risks to what can go wrong
at the relevant assertion level relating to plan mergers or spin-offs:
a. Mergers and spin-offs are not recorded in the proper period.
b. Appropriate assets, liabilities, and benefit obligations are not properly transferred.
c. The value of assets, liabilities, and obligations do not reconcile
between plans.
d. Mergers and spin-offs are not fairly presented in the financial statements and appropriately disclosed.
e. Plans have been merged or assets spun off without appropriate
authorization.

Examples of Audit Procedures to Consider
7.232 The following are examples of substantive audit procedures when
a plan merger or spin-off has occurred:
a. Determining the effective date, specific terms, and conditions for
the plan merger or spin-off by reviewing the supporting documentation provided by the plan sponsor (such as plan amendments;
correspondence; minutes of trustee and board meetings; and correspondence with regulators, participants, and services providers)
b. Determining (by review of supporting documentation and discussion with plan management) whether there was proper authorization for the transaction (for example, formal trustee approval, a
plan amendment, or other signed document)
c. Confirming the asset amounts transferred with the plan administrator trustee or custodian of the other plan
d. Obtaining the actuarial report and agreeing the related transfers
of benefit obligations between plans
e. Obtaining the census data utilized in determining the amount of
benefit obligations transferred in or out of the plan and selecting a
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sample of participants to determine that they have been properly
added or removed to or from the census data
f. Comparing the Form 5500 and audited financial statements for the
other plan to the amounts recorded in the plan's financial statements
g. Testing transfers of assets from the former trustee (custodian) to
the current trustee (custodian)
h. Determining that amounts have been presented and disclosed in
the financial statements in accordance with the applicable financial
reporting framework
i. For multiemployer plans, testing that the contributions are allocated to the proper plan
7.233 Auditors need to use judgment in each plan merger or spin-off situation based on the procedures previously described to determine the proper
transaction date for the Form 5500 and financial statement reporting purposes.
For plans that merge out of existence, once the proper merger date is determined, a final Form 5500 is required to be filed seven months after the merger
date or nine and one-half months if an extension is obtained.
Note
Determining the appropriate accounting and reporting for a plan merger can
be difficult. The effective date of the merger is a legal determination that
may be documented in a plan amendment or board resolution and may differ
from the date assets are physically transferred to the successor plan's trust.
A plan can hold assets in more than one trust; accordingly, the successor plan
may have legal control of the assets or trust of the predecessor plan prior
to the date the assets physically transfer. This may result in difficulties in
determining the date of the final audit for the plan merging out of existence.
The Form 5500 instructions state, "A final return/report should be filed by
the plan year (12 months or less) that ends when all plan assets were legally
transferred to the control of another plan." The plan administrator may seek
guidance from the plan's ERISA legal counsel to determine the date when
all plan assets were legally transferred to the control of the successor plan
when the effective date of the merger differs from the date the assets were
physically transferred.

Terminating Plans or Frozen H&W Plans (Accounting Ref:
par. 7.147–.156)
Relevant Assertions
7.234 The relevant assertions related to terminating or frozen plans include the following:
a. Plan terminations are recorded in accordance with plan provisions
and other legal or regulatory documents.
b. Plan terminations are fairly presented in the financial statements
in accordance with the applicable financial reporting framework,
and all necessary disclosures are made and in the proper period.
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c. Participant's claims have been properly accounted for (for example,
only claims that are incurred prior to the termination date are
included if that is what is provided for in the plan provisions).

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.235 The following are examples of identified risks to what can go wrong
at the relevant assertion level relating to terminating or frozen plans:
a. Plan terminations are not appropriately disclosed.
b. The financial statements have not appropriately applied the liquidation basis of accounting, when applicable. For GAAP purposes,
this means that the financial statements are prepared on a going
concern basis when liquidation is imminent, or prepared using the
liquidation basis of accounting when liquidation is not imminent,
as defined by FASB ASC 205-30.
c. Benefit payments are not made only to, or on behalf of, persons
entitled to them.
d. New entrants have been admitted to the plan after the effective
date of the plan freeze.
e. Claim payments have continued beyond the effective date of the
plan freeze.
Note
It should be noted that when an H&W plan is terminated, participants are
given a designated period of time to submit claims incurred prior to the
termination date. Care should be taken by plan management to properly
account for such claims.

Examples of Audit Procedures to Consider
7.236 The following are examples of substantive audit procedures for
terminating or terminated plans:
a. Determining the effective date, specific terms, and conditions for
the termination by reviewing the supporting documentation provided by the plan sponsor (such as plan documents and amendments; memos; minutes of trustee and board meetings; and correspondence with regulators, participants, and service providers)
b. Determining (by review of supporting documentation and discussion with plan management) whether there was proper authorization for the termination (for example, formal trustee approval, a
plan amendment, or other signed document).
c. Testing run-off claim payments to participants and determining
if they are in accordance with the plan provisions, related documents, and applicable regulations. See paragraph 7.203 for further
examples of detailed substantive procedures for benefit and claims
payments.
d. Determining that final termination payments are in accordance
with the plan provisions, related documents, and applicable regulations.

AAG-EBP 7.235

©2016, AICPA

449

Health and Welfare Benefit Plans

e. Determining that the claim payments are made only to, or on behalf
of, persons entitled to them.
f. Determining whether transactions are recorded in the proper account, amount, and period.
g. Evaluating whether any plan asset reversions to the plan sponsor,
if applicable, are in accordance with the plan provisions, related
documents, and applicable regulations.
h. Determining that the liquidation basis of accounting has been properly applied to the financial statements, if applicable.
Note
If the decision to terminate the plan is made after the year-end but before
the year-end financial statements have been issued, the decision is generally a type two subsequent event requiring the disclosure described in AU-C
section 560, Subsequent Events and Subsequently Discovered Facts (AICPA,
Professional Standards).
i. For frozen plans, determining that new entrants have not been
admitted to the plan and that claim payments beyond the effective
date of the plan freeze relate only to claims incurred prior to the
plan freeze or as of a specified date.
Note
Interpretation No. 1, "Reporting on Financial Statements Prepared on a Liquidation Basis of Accounting," of AU-C section 700, Forming an Opinion and
Reporting on Financial Statements (AICPA, Professional Standards, AU-C
sec. 9700 par. .01–.05), contains applicable guidance regarding the auditor's
reporting responsibilities when using the liquidation basis of accounting.

Changes in Service Providers (Accounting Ref: par. 7.166)
Relevant Assertions
7.237 The relevant assertions related to changes in service providers
(claims processor, actuary, trustee, and custodian) include the following:
a. Investment balances, payroll information, and participant data
transferred between service providers are complete and accurate.
b. Amounts owed to or from service providers are properly calculated
and recorded in the proper period.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Level
7.238 The following are examples of identified risks to what can go wrong
at the relevant assertion level relating to plan changes in service providers:
a. Amounts transferred between trustees and custodians are not accurate or allocated to the proper investment accounts.
b. Participant data transferred between claim processors or actuaries
is not complete or accurate (lost data or lost participants).
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c. Reconciliations are not completed between the predecessor service
provider and new service provider.
d. Payroll information (for payroll deductions) transferred between
payroll service providers is not complete or accurate.
e. Benefit obligations are not calculated on a consistent basis by the
successor actuary.
f. Census data used by the predecessor actuary was not complete or
was inaccurate.

Examples of Audit Procedures to Consider
7.239 The following are examples of substantive audit procedures for
auditing changes in service providers:
Note
To reduce the amount of substantive testing when there has been a change
in service providers, the auditor may consider using type 2 SOC 1 reports
for the predecessor and successor service providers, if available, provided the
type 2 SOC 1 report covers the relevant processes and controls.
a. Testing transaction processing for predecessor and successor service providers during the year.
b. Confirming with the claims processor any outstanding amounts
due or owed by the plan.
Note
For a change in a claims processor, many times, the claims processor will
have a due to or due from the plan sponsor resulting from unreconciled items,
duplicate claims, or cash held on deposit. Plan management needs to obtain
sufficient information from the claims processor, so amounts can be properly
recorded.
c. For a change in H&W plan actuaries, agreeing the sum of the
participant data per the predecessor actuary prior to the change to
the participant data per the successor actuary immediately after
the change. Selecting individual participants immediately prior
and subsequent to the change to determine whether all account
information was properly recorded by the successor actuary.
d. For a change in trustee or custodian, reconciling the assets transferred from predecessor trustee or custodian to successor trustee
or custodian.
e. Reviewing the Form 5500 for disclosure of any changes in actuaries or independent auditors on Schedule C, Part III—Termination
Information on Accountants and Enrolled Actuaries.

AAG-EBP 7.239

©2016, AICPA

Health and Welfare Benefit Plans

451

7.240

Appendix A—The Annual Health Care Process
A-1 This appendix provides a more detailed description of the annual health
care process illustrated in exhibit 7-1, "The Health Care Process."

Health Care Reform
A-2 In March 2010, the U.S. Congress passed two pieces of legislation designed
to reform the U.S. health care system. The Patient Protection and Affordable
Care Act was enacted on March 23 and was quickly followed by the Health
Care and Education Reconciliation Act of 2010 that amended several portions
of the first act, as well as added new provisions of its own. One of the goals
of the legislation is to reform the health care delivery system to improve its
quality while lowering its overall cost.
A-3 Health reform is far-reaching, and much uncertainty exists about how
health reform measures will affect the way health care entities will deliver
services to their patients in the future and how they will be compensated for
those services.

Annual Contract Negotiation With Service Providers
A-4 Annually, plan sponsors participate in contract negotiations with their
various service providers. Among other things, these contracts identify the
plan's

r
r
r
r
r

service providers.
benefits and services offered and selected.
fully insured versus self-funded benefits.
funding requirements.
required deposits.

A-5 Due to the complexity associated with processing claims (see paragraphs
A-16–A-20), contracts with service providers commonly specify acceptable contractual error rates. Often, the claims processor's performance against established targets is used prospectively in negotiating contract terms versus settled
retroactively. It is the plan sponsor's responsibility to monitor the performance
of its service providers against the terms of its health care contracts.
A-6 Once the contracts are executed, the plan sponsor determines the contribution rates to be paid by participants depending on the level of coverage the
participant has selected. See paragraphs A-9–A-11 for further discussion of the
contributions process.

Employee Communication and Open Enrollment
A-7 Plan sponsors communicate the annual benefit offerings to eligible participants during annual open enrollment. Enrollment can be performed in-house or
outsourced. During enrollment, eligible participants receive information about
the benefits offered, costs of the various coverage options, applicable deductibles
and copays, and out-of-pocket maximums. Participants may enroll online or
complete enrollment forms manually by a predetermined deadline. (New hires
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may enroll throughout the year.) Confirmations of benefit selections are sent
to participants for review and approval.
A-8 The enrollment information collected during this process and census data
(for example, new hires, change in status, terminations) is used by the plan
sponsor for purposes of employee contribution withholding and self-billing to
certain providers. It is also provided to the various applicable service providers,
such as claims processors, insurance providers, and actuaries.

Payroll, Consolidated Omnibus Budget Reconciliation Act, and
Retiree Contributions Process
A-9 Once participants have selected their benefits and level of coverage, active
employee contribution rate changes are input into the payroll system. The plan
sponsor then processes payroll, withholding the proper amount of contributions
based on the level of coverage selected by the participant. (See paragraph 7.10
of this chapter.) When contributions are withheld from payroll, they may be
remitted to the related plan trust account or sent directly to the applicable
service provider.

Note
Plan sponsors should determine that contribution rates, annual enrollment
updates, and new enrollee data are loaded into the payroll system accurately
and timely. Changes in contribution rates that are incorrectly coded into the
payroll system or not entered timely will result in improper amounts being
withheld from a participant's pay. Further, if annual enrollment updates
or new enrollee data are not entered timely or accurately, a participant's
enrollment may be adversely affected.
A-10 Employer contributions may be voluntary or required under the terms
of a collective bargaining agreement negotiated with one or more labor organizations. Plans may require contributions from employers and participants
(contributory plans) or only from employers (noncontributory plans). Contributions by active employees are typically based at a set amount dependent on
the coverage selected by the employee and are funded from employee payroll
withholdings.
A-11 For ERISA purposes, participant contributions are deposited in the trust
of the health and welfare benefit plan (H&W plan) on the earliest date they
can reasonably be segregated from the employer's general assets but in no
event later than 90 days from the date on which such amounts are withheld or
received by the employer.

Note
Rather than deposited into the trust, participant contributions that are deducted from payroll are commonly offset against claims or premiums paid
by the plan sponsor because the claim amounts typically exceed participant
contributions. See the Department of Labor Technical Release No. 92-01,
DOL Enforcement Policy for Welfare Plans with Participant Contributions,
for more information.
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Consolidated Omnibus Budget Reconciliation Act and Retiree
Contributions
A-12 Many H&W plans are required to provide continuation of benefits upon
termination of employment through the Consolidated Omnibus Budget Reconciliation Act (COBRA). COBRA contains provisions giving certain former
employees, retirees (when postretirement benefits are not offered by the plan),
spouses, and dependent children the right to temporary continuation of health
coverage. COBRA participants must be offered benefits identical to those received immediately before qualifying for continuation coverage.
A-13 During periods of unemployment, a plan may require contributions by
participants to maintain their eligibility for benefits. Coverage for COBRA
participants is usually more expensive than health coverage for active employees because the employer usually pays some or all of the premiums for active
employees, whereas COBRA participants generally pay the entire premium.
COBRA contributions for terminated employees who elect this coverage are
usually set based on 102 percent of the cost to the plan for active employees, including both the portion paid by employees and any portion paid by the
employer plus 2 percent to cover administrative costs.
A-14 Retiree contributions may be fully covered by the employer or retiree or
shared by both. For retirees and participants covered under COBRA, collection
of contributions can vary. Their contributions may be paid directly to the plan
sponsor or a third-party administrator, or for retirees, the amounts may be
withheld from pension retirement checks. More commonly, COBRA and retiree
contributions are made to the plan sponsor or trustee by way of a lock box.
Payments made to a lock box are then deposited into the plan's trust (for
funded plans). Notification of payment amounts, payment coupons, or both are
then forwarded to the plan sponsor periodically. Payments made directly to the
plan sponsor are either deposited into the trust or used directly to pay claims.
A-15 In many cases, the collection of COBRA and retiree contributions is performed by outside administrators. However, there are times when enrollment
records for COBRA and retirees are maintained by the plan sponsor who, in
turn, collects the contributions.

Benefits Administration
Claims Processing
A-16 Claims processors use automated systems. A key element in the claims
payment process is the installation and maintenance of a plan's key benefit
provisions, participant information, providers (both network and out of network), and rate structure. For example, network providers provide services to
enrollees at a contractually reduced rate, whereas the participant may be responsible for differences between the provider's normal charge and the amount
allowed under the plan for services rendered by an out-of-network provider.
A-17 Service centers or clearinghouses may be utilized by claims processors to
process submitted claims and queries from interested parties (participants or
health care service providers). As participants receive services from a physician
or other providers, participants or their providers generally submit claim forms
(electronic or paper) to a clearinghouse that reviews the claim for accuracy and
completeness and then submits the claim to the individual claims processor.
Paper claims are typically imaged and then manually keyed into electronic
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format by the clearinghouse before processing through the claims processor's
system. Electronic claims received by claims processors follow one national
standard format.
A-18 Once a claim is received into the claims processor's system, information
on the claim is validated electronically against stored data. Claims not validated are processed within the procedures set up by the claims processor in
which a request for additional information may be sent back to the participant,
including eligible dependents or beneficiaries, or service provider.
A-19 Although the majority of validated electronic and paper claims are sent
through an auto-claims payment process, the rest are sent through a manual
process. In both processes, negotiated rates, consistency in service and diagnosis, investigation for other coverage, copays, and deductibles are applied.
A-20 In the claims payment process, electronic edit checks match submitted information with known information in the claims processor's system. Significant
edit checks may include, but are not limited to, the following:

r
r
r
r
r
r
r
r
r
r
r

Member eligibility
Covered benefit
Required referral on file
Excluded coverage or procedure
Proper coding
Timely receipt of claim
Benefit limits
Authorized provider
Coordination of benefits
Duplicate claims
Others, depending on the claims processor

Passing or failing edit checks determines whether claims are approved, denied,
or suspended for manual review. Claims adjustments, such as errors identified in quality reviews, requests for reconsideration, refunds from physicians,
recoveries from subrogation and legal settlements or other audits, and credit
balance recoveries, could result in refunds to the plan.

Insured Activity
A-21 The plan sponsor may pay the premiums for the insured benefits directly
or may outsource the process to an outside service provider.

Funding or Payment of Service
A-22 Payments of claims or premiums are made based upon preestablished
funding criteria as documented in contractual agreements. When a claims
processor is used to process benefit payments, it may require a cash deposit
from the plan to pay benefits. The deposit is reduced as claims are paid and
is subsequently replenished. If a deposit is not required, the claims processor
commonly pays the claim and then seeks reimbursement from the plan for
claims paid.
A-23 Payments of claims and claims adjustments are typically grouped. Payments are prepared and sent to submitters and either an invoice is created for
issued payments, or the customer bank account is charged for the payments
that have cleared the bank.
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A-24 An explanation of benefits is sent to participants detailing their claim
payment (that is, details about how and why claims were or were not covered,
summary of charges submitted and processed, amount allowed, amount paid,
and so forth). Reports are made available by the claims processor to plan
sponsors related to claims activity of the plan (claim expense reports, claim
lag study, detail payment logs, payments by benefit type, payments by month,
and large claim reports) usually through an online portal.
A-25 The plan sponsor will typically negotiate with the claims processor when
and how the plan will be billed for claims paid.
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7.241

Appendix B—Examples of Health and Welfare
Arrangements
Arrangements With Insurance Companies
B-1 The nature of, and method of accounting for, the assets and benefit obligations of a health and welfare benefit plan (H&W plan) may be determined by
the arrangement with the insurance company. The insurance company may assume all or a portion of the financial risk, or it may provide only administrative
services. (See paragraph B-2.)
B-2 Some of the more common types of insurance company arrangements
include the following:

r

Fully insured pooled arrangements. In a fully insured pooled arrangement, specified benefits are covered by the insurance company. The insurance company pools the experience of the plan
with that of other similar plans and assumes the financial risk of
adverse experience. In such an arrangement, a plan generally has
no obligation for benefits covered by the arrangement other than
the payment of premiums due to the insurance company.

AAG-EBP 7.241

—

Experience-rated arrangements. In an experience-rated
arrangement, specified benefits are paid by the insurance
company that assumes the financial risk. The plan's experience under the contract is monitored by the insurance
company. To the extent that the plan's experience under
the contract is less than the premiums paid, the plan is
entitled to an experience-rating refund or dividend. If the
plan's experience under the contract exceeds premiums,
the accumulated loss is generally borne by the insurance
company but may be carried over to future periods until
it has been recovered. The plan often has no obligation to
continue coverage or reimburse the carrier for any accumulated loss, although certain types of contracts require
additional payments by the plan.

—

Minimum premium plan arrangements. In a minimum
premium plan arrangement, specified benefits are also
paid by the insurance company. The insurance contract
establishes a dollar limit, or trigger point. All claims
paid by the insurance company below the trigger point
are reimbursed by the plan to the insurance company.
The insurance company is not reimbursed for benefits incurred that exceed the trigger point. This type of funding
arrangement requires the plan to fund the full claims
experience up to the trigger point. Although minimum
premium plan arrangements may have characteristics of
both self-funded and fully insured experience-rated arrangements, amounts paid below the trigger point in a
minimum premium plan are a premium cost to the employer because such a plan is, in essence, a fully insured
plan with a variable premium. Careful review of each
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arrangement will help determine when the benefit obligations are assumed by the insurance company.

r

r

— Stop-loss insurance arrangements. In a stop-loss insurance arrangement, a plan's obligation for any plan participant's claim may be limited to a fixed dollar amount
(specific stop-loss coverage), or the plan's total obligation
may be limited to a maximum percentage (for example,
125 percent) of a preset expected claims level (aggregate
stop-loss coverage). These arrangements are commonly
used with administrative service arrangements. The insurance company assumes the benefit obligation in excess of the limit. Stop-loss insurance arrangements may
have characteristics of both self-funded and fully insured
arrangements. Stop-loss arrangements of this type may
be described by a variety of terms; therefore, auditors
may want to review the details of all insurance or administrative arrangements to determine if stop-loss provisions are included and to determine when benefit obligations are assumed by the insurance company. The named
insured under stop-loss arrangements is often the employer, and amounts received are sometimes deposited
in the general assets of the employer and not reflected in
the plan's financial statements. See paragraphs 7.80–.83
for further discussion on stop-loss arrangements.
Administrative services only (ASO) arrangements. In an ASO arrangement, the plan retains the full obligation for plan benefits.
The plan may engage a claims processor to make all benefit payments who, in turn, charges the plan for those payments and collects a fee for the services provided, usually on a per claim basis
or per participant basis. ASO agreements are not insurance arrangements, and payments for these administrative services are
to be reported separately from claims paid or premiums paid.
Managed care arrangements. In a traditional indemnity plan, the
patient's choice of doctors or medical institutions is not restricted,
and the plan merely provides for the payment of benefits but
makes no arrangement for providing care itself. Managed care
programs are an alternative to traditional indemnity plans and
attempt to manage health care delivery with the goal of controlling costs. They affect the way health care is organized, financed,
and delivered. In a managed care arrangement, an organization,
such as health maintenance organizations (HMOs), another type
of doctor-hospital network, or an insurance company, acts as an
intermediate between the person seeking care and the physician.
Therefore, managed care arrangements commonly rely on primary care physicians who act as gatekeepers through whom the
patient has to go to obtain other health services (for example, specialty medical care, surgery, and physical therapy). Some common
types of managed care programs include the following:
— PPOs. Group hospital, physician, or ancillary health care
providers combined in some type of organization that
contracts with employers, unions, trust funds, outside
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—

—

—

administrators, and insurance carriers to provide services on a discounted or negotiated fee-for-service basis
to a defined pool of patients. Participants are not required
to use a PPO provider but are given financial incentives
(for example, reduction or elimination of deductibles or
copayments and increase in selected benefits) to induce
them to utilize PPO providers.
HMOs. HMOs can be any public or private organization
providing a full range of health services to an enrolled
population within a defined geographic area in return for
a fixed prepaid premium for all services provided. In an
HMO arrangement, the HMO provides all or most of the
services covered under the plan in return for a capitation
fee (that is, a payment on a per capita basis that is fixed
without regard to the actual number or nature of services
provided to each participant during a set period of time).
Many sponsors self-bill the HMO provider on a monthly
basis, and the HMO provider generally retains the right
to audit the self-billed amounts for accuracy.
Self-funded HMOs. Self-funded HMOs are similar to a
self-funded indemnity plan in that the plan pays an administrative fee similar to an ASO fee, fees for services
rendered, and specialist fees. For hospital charges, however, the sponsor generally only pays what the HMO was
charged by the hospital, which is usually discounted because of the contractual arrangement between the HMO
and hospital.
Point of service (POS). Participants choose to receive services from a participating or nonparticipating network
provider, at the point when care begins, and there is usually a financial disincentive to choosing an out-of-network
provider. POS plans are often viewed more as a product
than an organization and can be offered by HMOs, PPOs,
or self-funded employers.

Other H&W Plan Arrangements
B-3 H&W plans may enter into various other arrangements. Gaining an understanding of the plan's service providers and the elements of contractual
arrangements is important. Some other arrangements commonly encountered
include the following:

r

Pharmacy benefit manager. Employers providing prescription
drug benefits frequently use a PBM to help control drug costs.
PBMs buy in bulk, which enables them to offer lower priced mail
order prescriptions. They also negotiate the dispensing fee and
discounts from the wholesale cost of drugs with local pharmacies.
PBMs, in turn, refund to plans based on the actual utilization
pattern of a drug for that plan. The actual capture of such refunds at the end of each calendar quarter typically takes three
to six months to reach the PBMs from the manufacturers. Once
the PBM gets the refund check, it has to recalculate the refund
for each of its participating plans that are eligible for refunds and
process payments to such plan.
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Tax-advantaged financial arrangements. The IRC provides for the
following types of defined contribution arrangements:
— Flexible spending arrangements (FSAs). An FSA (also
commonly referred to as a flexible spending account) is
one of a number of tax-advantaged financial accounts
that can be set up by an employer through an IRC Section 125 cafeteria plan.1 FSAs allow participants to set
aside a portion of their earnings to pay for qualified expenses, as defined in the cafeteria plan document (for
example, medical expenses, dependent care, or other expenses). Money deducted from a participant's compensation for contribution to an FSA is not subject to payroll
taxes. Participants can withdraw funds from their FSA
up to the maximum amount of reimbursement (which is
the amount the participant elected to contribute for the
year, as defined in the IRC) to pay qualified medical expenses even if they have not yet funded the account. The
employer may also contribute to the FSA if specified in
the plan document. These arrangements may be utilized
by paper claim submissions or debit cards, credit cards,
and stored value cards utilized by the plan subject to
applicable substantiation methods. FSAs are use-it-orlose-it plans whereby the amounts in the account at the
end of the plan year cannot be carried forward to the next
year and are forfeited back to the plan sponsor. (However,
some plans provide for a grace period of up to two and
one-half months after the end of the plan year whereby
qualified medical expenses incurred in that period can
be paid from any residual amounts in the account at the
end of the previous year.) Applications for refunds must
be made by a date defined by the plan.
— Health savings accounts (HSAs). Individuals enrolled in
certain high-deductible health plans (HDHPs) can establish HSAs to receive tax-favored contributions (from either the employee or employer). The contribution made
to the HSA is used on a tax-free basis to pay or reimburse
qualifying health expenses. It also may be used for future
expenses or nonhealth purposes (on a taxable basis), or it
can be withdrawn at age 65 as supplemental retirement
income. Funds held in the HSA can be used to pay premiums for long-term care insurance and can be used to
pay for health insurance premiums while receiving unemployment benefits or continuation benefits under the
Consolidated Omnibus Budget Reconciliation Act. HSAs
are not use-it-or-lose-it plans, and the participant owns
the account and is responsible for substantiating distributions from his or her HSA account.

1
IRC Section 125 plans (also known as cafeteria plans or flexible benefit plans) are plans under
which an employee makes an irrevocable decision to forego a portion of future income in exchange for
receiving future benefits not subject to income tax at the reception date. Accordingly, employees are
allowed to pay for certain employee benefits on a pretax, rather than a posttax, basis. The employer
deducts the cost of the employee's future benefits from present income as a business expense.
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Note
In Field Assistance Bulletins 2004-1, Health Savings Accounts, and 2006-2,
Health Savings Accounts—ERISA Q&As, the Department of Labor (DOL) addressed various questions concerning HSAs, including the issue of whether
HSAs established in connection with employment-based group health plans
constitute employee welfare benefit plans for purposes of Title I of the Employee Retirement Income Security Act of 1974 (ERISA).
—

r

Health reimbursement arrangement (HRA). An HRA is
similar to an HSA; however, HRAs are funded solely
through employer contributions and may not be funded
by the employee. No requirement exists for the arrangement to be part of an HDHP, and the funds can be held by
the employer or a voluntary employees' beneficiary association trust. Employees are reimbursed tax-free for qualified medical expenses up to a maximum dollar amount
for a coverage period. Amounts remaining at the end of
the year can generally be carried over to the next year.
The employer is not permitted to refund any part of the
balance to the employee, the account cannot be used for
anything other than reimbursements for qualified medical expenses, and remaining amounts are not portable
upon termination once the employee leaves the employer.
HRAs are employer-established benefit plans and may be
offered as a component of other health plans, including
FSAs.

Multiple employer welfare arrangements (MEWAs). MEWAs are
noncollectively bargained arrangements or plans that are established to provide health care, other employment benefits, or both
to benefit the employees of two or more employers that are not
under common control. A MEWA can be either fully insured or
self-funded. Determining whether a plan has been properly classified as a MEWA is critical to determining applicable regulatory
authority, accounting, and reporting.
Note

The Employee Benefits Administration of the DOL has prepared a booklet,
Multiple Employer Welfare Arrangements under ERISA: A Guide to Federal
and State Regulation, to address many of the questions that have been raised
concerning the effect of ERISA on federal and state regulation of MEWAs.
This booklet may be useful in providing a better understanding of the scope
and effect of ERISA coverage but also serves to facilitate state regulatory and
enforcement efforts, as well as federal-state coordination, in the MEWA area.
See www.dol.gov/ebsa/Publications/mewas.html#section1.
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Group insurance arrangements (GIAs). GIAs are different than
MEWAs. They provide welfare benefits to the employees of two or
more unaffiliated employers. GIAs are commonly sponsored by a
trade association and provide fully insured benefits in return for
the payment of premiums into an associated sponsor trust by the
subscribing employers.

©2016, AICPA

AAG-EBP 7.241

462

Employee Benefit Plans

7.242

Appendix C—Risk Assessment and Internal Control
Considerations—Claim Payments
C-1 Activities related to claim payments are often one of the largest components of the financial statements of a health and welfare benefit plan (H&W
plan). Claim payment activity is a critical component for determining the required level of sponsor and participant contributions and also provides information necessary to actuarially determine plan obligations. For reasons of convenience, expertise, and confidentiality around protected health information,1
plan sponsors typically engage one or more service providers to handle the
processing of claims provided by the plan. Plan sponsors frequently do not
maintain independent records regarding the individual claims paid.
C-2 When performing risk assessments, auditors should consider the sufficiency and appropriateness of audit evidence to be obtained when designing
the nature, timing, and extent of audit procedures. The reliability of audit
evidence is influenced by its source and by its nature and is dependent on
the individual circumstances under which it is obtained. As previously stated,
H&W activities are often performed by a service organization on behalf of the
plan administrator, therefore, in order to obtain sufficient appropriate audit
evidence with respect to relevant assertions, auditors will likely need to obtain
information maintained by the service provider.
C-3 Depending on the type of benefits, to test claims, it may be necessary for
the auditor to have additional knowledge or engage specialists, given the risks
associated with claims processing.
C-4 The claims adjudication process often has a high volume of routine transactions that are highly dependent on technology, thereby creating inherent
complexity when auditing claims processed through those automated systems
because of both the challenges inherent in testing IT applications and the lack
of "paper" to inspect as audit evidence. Health care providers typically process
claims through a clearinghouse, and the clearinghouse, in turn, aggregates
claims for submission to the various claims processers. See paragraph A-17 of
this guide.
C-5 It is common that contracts with claims processors include performance
guarantee provisions. Those provisions commonly include a penalty for failure to reach the agreed-upon measurements. In addition to some of the more
common processing elements subsequently described, there may be additional
performance measurements related to call center services and account management tasks:
a. Financial accuracy (dollar value). A percentage of claims dollars
submitted for payment will be accurately processed and paid.
b. Overall processing accuracy (number claims free from payment and
nonpayment errors). A percentage of all claims will be processed
accurately.

1
See paragraphs C-9–C-10 for further discussion on confidentiality on protected health information.
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c. Claims payment accuracy (number of claims free from payment errors). A percentage of the total number of claims dollars submitted
for payment will be accurately processed and paid.
d. Processing turnaround time. A percentage of all claims received
will be completely processed (paid, denied, or pending additional
information) within a certain number of calendar or business days
after receipt, and a percentage will be processed within a certain
number of calendar days.
C-6 Internal control considerations. The claims administration and adjudication process is complex; therefore, in general, the risk of material misstatement
associated with claims is inherently higher. Plan management has primary
responsibility for internal control surrounding claims. Obtaining a sufficient
understanding of an H&W plan's internal controls over claim payments is
critical to assessing the risks of material misstatement of the financial statements, whether due to error or fraud. After obtaining an understanding of
the plan management's or claims processor's systems and controls, the auditor
then determines the extent of additional testing to be performed. If the plan
sponsor has strong monitoring controls, and the claims processor has a type 2
SOC 1 report covering claims pricing, the auditor may be able to reduce the
amount of claims testing procedures. If strong controls exist and are operating
effectively, the auditor may, for example, determine that it is not necessary to
design detailed tests to look for duplicate claims. On the other hand, if control
weaknesses are identified, the auditor may extend his or her fraud procedures
(for example, designing tests to determine the validity of the claim [perhaps
by confirming the occurrence of the claim with the individual or provider] or
receipt of payment).
Note
If the claims processor does not have a type 2 SOC 1 report covering its claims
adjudication process, the amount of detailed testing needing to be performed
by the auditor over claims will likely increase significantly.
In addition, although plan management may periodically perform targeted
claims audits and eligibility audits, it would be rare that doing so would
be sufficient for the auditor to eliminate detailed testing over eligibility or
claims. See appendix B, "Examples of Controls," of this guide for examples of
controls.
C-7 It is important for auditors to be aware of the possible need for accrual or
disclosure of any receivables for claim payment recoveries related to stop-loss
coverage or subrogation.
C-8 Errors in the processing of claims may be indicative of a control deficiency.
When errors are identified in claims selected for testing, the auditor may need
to have plan management determine the cause of the error (for example, was it
a programming error for an auto-adjudicated claim or an error in a manually
processed claim) and the related financial statement effect. When evaluating
misstatements for such errors, the auditor may need to take into consideration,
among other things, the agreed-upon performance standards in the contract
with the claims processors, the plan sponsor's intentions (for example, does it
intend to seek reimbursement for a claim overpayment, or will it consider the
overpayment in future contract negotiations with the claims processor), and
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the funded status of the plan (including whether the error related to sponsoror participant-paid coverage).

Confidentiality of Protected Health Information
C-9 When conducting an employee benefit plan audit, auditors receive and
maintain large amounts of personal information (for example, name, address,
date of birth, Social Security number, financial account number, and health information) the confidentiality of which is protected by both federal (the Health
Insurance Portability and Accountability Act [HIPAA] and Technology for Economic and Clinical Health [HITECH] Act), and state laws and regulations.
For example, HIPAA establishes standards for the privacy and protection of
individually identifiable health information. HIPAA rules (applicable to health
plans, health care clearinghouses, and certain health care providers, known
collectively as "covered entities") present standards with respect to the rights
of individuals who are the subjects of this information, procedures for the exercise of those rights, and the authorized and required uses and disclosures of
this information. HIPAA requires that plan sponsors enter into a business associates' agreement with any of their service providers (including plan auditors)
that have access to any protected health information (PHI). The HITECH act
expanded several HIPAA security and privacy requirements (including business associates being subject to civil and criminal penalties and enforcement
proceedings for violations of HIPAA) and added an affirmative notice requirement for health plan sponsors and business associates that discover a breach
of an individual's "unsecured" PHI if the breach constitutes significant risk of
financial, reputational, or other harm to an individual.
C-10 Auditors are subject to strict professional standards that require them to
maintain confidentiality of information obtained in the course of performing the
audit which could result in potentially severe consequences for noncompliance
(for example, legal, financial, and reputational). Auditors can reduce the likelihood of a breach by employing reasonable safeguards to protect confidential
information, such as the following:

r
r
r
r
r

Using of encryption when transferring electronic files
Using file passwords
Increasing physical safeguards over confidential information (for
example, safeguarding of computers that contain confidential information or proper safeguarding of physical documents)
De-identifying claims information in audit documentation
Returning written information not needed for audit file documentation
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Investments
Introduction
Note
This guide has been updated to include the following Accounting Standards
Updates (ASUs) issued by FASB whose provisions are not yet effective:

r
r

FASB ASU No. 2015-07, Fair Value Measurement (Topic 820): Disclosures for Investments in Certain Entities That Calculate Net Asset
Value per Share (or Its Equivalent) (a consensus of the FASB Emerging Issues Task Force)
FASB ASU No. 2015-12, Plan Accounting: Defined Benefit Pension
Plans (Topic 960), Defined Contribution Pension Plans (Topic 962),
Health and Welfare Benefit Plans (Topic 965): (Part I) Fully BenefitResponsive Investment Contracts, (Part II) Plan Investment Disclosures, (Part III) Measurement Date Practical Expedient (consensuses
of the FASB Emerging Issues Task Force). (Plans may early adopt
any of the three parts of this ASU individually, without early adopting the other parts but once a part is adopted it must be done so in
its entirety. See appendix I, "Schedule of Changes Made to the Text
From the Previous Edition," of this guide that identifies which part
of ASU No. 2015-12 the revisions in this chapter relate to.)

Based on feedback from various sources, AICPA staff believe that many plans
will want to adopt FASB ASU No. 2015-07 and FASB ASU No. 2015-12 early
and therefore the provisions of these ASUs have been reflected in the body of
this guide.
For plans who are not early adopting these ASUs, the AICPA is continuing to offer the 2015 edition of the AICPA Audit and Accounting
Guide Employee Benefit Plans as a resource for users following the
requirements prior to the effective date of these ASUs.
See the section "Select Recent Developments" in the preface of this guide for
further discussion about these ASUs and their effective dates.
8.01 This chapter describes accounting principles generally accepted in
the United States of America as promulgated by FASB (U.S. GAAP) and provides general accounting and reporting guidance for employee benefit plan
investments. Unique investment considerations relating to specific types of
employee benefit plans are further detailed in chapter 5, "Defined Contribution Retirement Plans Including Employee Stock Ownership Plans;" chapter 6,
"Defined Benefit Pension Plans;" and chapter 7, "Health and Welfare Benefit
Plans," of this guide. Although this chapter includes the most common types
of investments held by employee benefit plans, it does not attempt to include
all investments possibly held by an employee benefit plan. The accounting and
reporting requirements, as well as the general descriptions of the investments
in this chapter, apply to both full- and limited-scope audits. This chapter also
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provides guidance that has been supported by the Financial Reporting Executive Committee (FinREC) on the accounting, reporting, or disclosure treatment
of investments that is not set forth in FASB Accounting Standards Codification
(ASC) and describes related auditing procedures and guidance for investments.
This auditing guidance may be found under the section "Auditing Considerations for Investments."
8.02 The following AICPA publications may be helpful in understanding
certain financial instruments that may not be covered by this guide but may
be found in employee benefit plans:
a. AICPA Audit and Accounting Guide Investment Companies
b. AICPA Audit Guide Special Considerations in Auditing Financial
Instruments
c. AICPA Practice Aid Alternative Investments—Audit Considerations, a Practice Aid for Auditors

Background
8.03 The investments of an employee benefit plan often consist of securities such as common or preferred stocks, fixed income securities, or shares
of registered investment companies (RICs). Other investments may include
common or collective trust funds (CCTs) maintained by a bank or trust entity,
guaranteed investment contracts, limited partnerships, hedge funds, private
equity investments, real estate, mortgages or other loans, repurchase or reverse repurchase agreements, and derivative investments, such as futures,
options, or swap contracts. Some of these investments may or may not have a
readily determinable fair value. Investments may also be in the form of deposit
administration (DA) or immediate participation guarantee (IPG) contracts and
individual accounts or pooled separate accounts (PSAs) maintained by an insurance entity and life insurance.
8.04 Investment management arrangements vary by type of plan. For
example, in a typical 401(k) plan, a menu of investment options is offered to
participants that ordinarily include shares of RICs (or mutual funds), CCTs,
PSAs, or other investment funds. These plans may also offer participants the
option to create an account and invest in an almost unlimited selection of investment choices. These options are known as self-directed brokerage accounts
and are discussed in paragraphs 5.28–.31 of this guide.
8.05 In the typical defined benefit pension plan (DB plan), investment
managers are used to achieve investment objectives, such as maximizing total return, preserving capital, generating income, or a combination of these.
Within the past decade, many plans have adopted more aggressive investment
strategies that incorporate a variety of techniques or specialized products to
achieve investment objectives. Investment managers have become increasingly
specialized to invest portions of a plan's portfolio in a particular product or industry or to use a specialized strategy or technique.
8.06 As the complexity of employee benefit plan investment portfolios
have increased, so has the inherent risk in such investment portfolios. This
increase is, in part, reflective of the complexity in valuing securities that do
not have a readily determinable fair value. It is, moreover, a reflection of the
changing nature of benefit plan portfolios that once were considered to follow
more conservative investment policies and approaches.
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8.07 Plan management is responsible for establishing an accounting and
financial reporting process for determining fair value measurements. The plan
management may look to the investment manager, trustee, custodian, or other
outside service provider (for example, a pricing service) to assist in the mechanics of the valuation. However, plan management is responsible for obtaining
sufficient information to evaluate and independently challenge the valuation.

Investment Activities and the Use of Service Organizations
8.08 Portfolio management, custodianship, trusteeship, and recordkeeping are significant activities related to benefit plan investments. The investment activities are administratively distinct from other aspects of the plan
because most investment activities are outsourced to organizations other than
the plan sponsor, for example, an investment manager or adviser, a trustee,
a custodian, and a recordkeeping agent. The use of agents to perform such
functions does not relieve the plan sponsor of the responsibility for overseeing
the maintenance and reliability of accounting records, as well as the valuation methodologies used to prepare financial information that are the basis for
the financial statements in accordance with accounting principles generally
accepted in the United States of America (GAAP).

The Investment Manager or Adviser
8.09 The investment manager or adviser generally provides investment
advice, research services, and certain administrative services under a contract,
commonly referred to as the investment advisory agreement.

The Custodian
8.10 Custody of the plan's investments is typically entrusted to a bank,
insurance entity, or a member of a national securities exchange that is responsible for their receipt, delivery, and safekeeping under a contract, commonly
referred to as the custodial agreement. A plan may also enter into a subcustodial agreement to provide a custody function for other types of investments,
such as foreign securities.

The Trustee (Directed and Discretionary)
8.11 Trustees generally are responsible for the safekeeping of the investments covered under the trust agreement. Sometimes, however, plans will not
appoint a trustee to maintain custody of the plan's investments but, rather,
will self-administer the investments and investment transactions and provide
for their safekeeping with a custodian.
8.12 In a directed trust, including a participant-directed trust, the trustee
acts as custodian of a plan's investments and is responsible for collecting investment income and handling trust asset transactions as directed by the party
named as having discretion to make investment decisions, such as the plan administrator, the plan's investment committee, the participant, or the plan's
investment adviser. A discretionary trust differs in that the trustee has discretionary authority and control over investments and is authorized by the plan or
its investment committee to make investment decisions. A discretionary trust
gives the trustee authority to purchase and sell investment assets within the
framework of the trust instrument. Many variations of investment authority
exist that may be given to the trustee, such as a combination of discretionary
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and directed arrangements within a trust. Furthermore, a plan may have one
or more trusts as well as one or more custodial or safekeeping accounts.

Multiemployer Plan Considerations
8.13 Many multiemployer plans make use of the services of a third-party
administrator who contracts to be responsible for plan administration. Although third-party administrators are not normally considered trustees under
the Employee Retirement Income Security Act of 1974 (ERISA), there may
be circumstances in which they perform such procedures as processing of investment transactions relating to trading and accruals of investment income,
investment income collection, and periodic reconciliation procedures over account balances.

Investment Recordkeeper
8.14 The investment recordkeeper maintains information regarding the
positions of investments and related activity for each plan based on information provided by the investment adviser and trustee or custodian. Usually the
trustee or custodian also maintains investment records for the plan. However,
in certain master trust or commingled investment arrangements, it may be
necessary for the plan sponsor to engage a separate recordkeeper to maintain
the investment records for each plan.

Valuation of Investments
8.15 Plan investments (excluding insurance contracts and fully benefitresponsive investment contracts for defined contribution retirement plans [DC
plans] and health and welfare benefit plans [H&W plans]) should generally be
presented at their fair value at the reporting date, in accordance with FASB
ASC 960-325-35-1, FASB ASC 962-325-35-1, and FASB ASC 965-325-35-1.
FASB ASC 962-325-35-1A and FASB ASC 965-325-35-1A state that if significant, the fair value of an investment should be reduced by brokerage commissions and other costs normally incurred in a sale (similar to fair value less costs
to sell). (Also see chapters 5–7 of this guide for further guidance.)
8.16 Outside valuation or pricing services are often used by trustees or
custodians to value certain investments. Those pricing services may include
quotations on listed securities and over-the-counter securities. Also, particularly for debt securities, pricing services may provide valuations determined by
other pricing techniques. Methods generally recognized in the valuation of financial instruments include analogy to reliable quotations of similar financial
instruments, pricing models, matrix pricing, or other formula-based pricing
methods. Those methodologies incorporate factors for which published market data may be available. For instance, the mathematical technique known
as "matrix pricing" may be used to determine fair value. Matrix pricing is
used principally to value debt securities without relying exclusively on quoted
prices for the specific securities, but rather by relying on the securities' relationship to other benchmark quoted securities. For investments that are not
priced by an outside service, a variety of methods are used to determine fair
value. In these cases, in addition to the plan sponsor, trustees (or custodians),
other third-party administrators, or some combination thereof may have a role
in determining fair value. Chapter 2 of AICPA Audit and Accounting Guide
Investment Companies provides further guidance on valuation of investments.

AAG-EBP 8.13

©2016, AICPA

469

Investments

Fair Value Measurement (Auditing Ref: par. 8.123–.125)
8.17 FASB ASC 820, Fair Value Measurement, defines fair value, sets out
a framework for measuring fair value, and requires certain disclosures about
fair value measurements. The following paragraphs summarize concepts in
FASB ASC 820 but are not intended as a substitute for reviewing FASB ASC
820 in its entirety. Because investments are often the most significant account
on the statement of net assets available for benefits, it is suggested that users
of this guide refer to FASB ASC 820 for more complete information on fair
value measurement.
8.18 Meeting the requirements of FASB ASC 820 requires coordination
among plan management, custodians, investment managers, and plan auditors. Plan sponsors and plan administrators will need to determine whether
they have the appropriate valuation processes in place and sufficient data to
determine the fair value of the plan's investments and to present the required
disclosures about fair value measurements. Although plan management can
outsource the mechanics of the valuation process, they need to retain responsibility for the oversight of the final valuations, including determining the
adequacy of the related note disclosures.

Definition of Fair Value
8.19 FASB ASC 820-10-20 defines fair value as the price that would be
received to sell an asset or paid to transfer a liability in an orderly transaction
between market participants at the measurement date.

Valuation Techniques
8.20 Paragraphs 24–27 of FASB ASC 820-10-35 and paragraphs 3A–3G
of FASB ASC 820-10-55 describe the valuation techniques that should be used
to measure fair value. Three widely used valuation techniques are the market
approach, cost approach, and income approach. An entity should use valuation
techniques consistent with one or more of those approaches to measure fair
value, as follows:

r

r
r

The market approach uses prices and other relevant information
generated by market transactions involving identical or comparable assets, liabilities, or a group of assets and liabilities, such
as a business. Valuation techniques consistent with the market
approach include matrix pricing and often use market multiples
derived from a set of comparables.
The cost approach is based on the amount that currently would be
required to replace the service capacity of an asset (often referred
to as current replacement cost). Fair value is determined based on
the cost to a market participant (buyer) to acquire or construct a
substitute asset of comparable utility, adjusted for obsolescence.
The income approach uses valuation techniques to convert future amounts (for example, cash flows or earnings) to a single
present amount (discounted). The measurement is based on the
value indicated by current market expectations about those future
amounts. These valuation techniques include present value techniques, option-pricing models, and the multiperiod excess earnings method.
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8.21 Paragraphs 24–24A of FASB ASC 820-10-35 state that a reporting entity should use valuation techniques that are appropriate in the circumstances and for which sufficient data are available to measure fair value,
maximizing the use of relevant observable inputs and minimizing the use of
unobservable inputs. The objective of using a valuation technique is to estimate the price at which an orderly transaction to sell the asset or to transfer
the liability would take place between market participants at the measurement
date under current market conditions. See paragraphs 24B–24C of FASB ASC
820-10-35 for further discussion.
8.22 As explained in paragraphs 25–26 of FASB ASC 820-10-35, valuation techniques used to measure fair value should be applied consistently.
However, a change in a valuation technique or its application is appropriate
if the change results in a measurement that is equally or more representative
of fair value in the circumstances. That may be the case if, for example, any
of the following events take place: new markets develop, new information becomes available, information previously used is no longer available, valuation
techniques improve, or market conditions change. Revisions resulting from a
change in the valuation technique or its application should be accounted for
as a change in accounting estimate in accordance with the provisions of FASB
ASC 250, Accounting Changes and Error Corrections.

The Fair Value Hierarchy
8.23 FASB ASC 820-10-35-37 establishes a fair value hierarchy that categorizes into three levels the inputs to valuation techniques used to measure
fair value. The three levels are discussed in
a. paragraphs 40–41 of FASB ASC 820-10-35, which state that level
1 inputs are quoted prices (unadjusted) in active markets for identical assets or liabilities that the reporting entity can access at the
measurement date. An active market, as defined by the FASB ASC
glossary, is a market in which transactions for the asset or liability
take place with sufficient frequency and volume to provide pricing
information on an ongoing basis. A quoted price in an active market provides the most reliable evidence of fair value and should be
used without adjustment to measure fair value whenever available,
except as specified in FASB ASC 820-10-35-41C.
Note
See paragraph 8.33 for certain entities that calculate net asset value (NAV)
per share (or its equivalent, for example, member units or an ownership
interest in partners' capital to which a proportionate share of net assets is
attributed).
b. paragraphs 47–51 of FASB ASC 820-10-35, which explain that level
2 inputs are inputs other than quoted prices included within level
1 that are observable for the asset or liability, either directly or
indirectly. If the asset or liability has a specified (contractual) term,
a level 2 input must be observable for substantially the full term
of the asset or liability. Adjustments to level 2 inputs will vary
depending on factors specific to the asset or liability. Those factors
include the condition or location of the asset, the extent to which
inputs relate to items that are comparable to the asset or liability,
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and the volume or level of activity in the markets within which
the inputs are observed. An adjustment to a level 2 input that is
significant to the entire measurement might result in a fair value
measurement categorized within level 3 of the fair value hierarchy
if the adjustment uses significant unobservable inputs. Level 2
inputs include the following:
i. Quoted prices for similar assets or liabilities in active markets
ii. Quoted prices for identical or similar assets or liabilities
in markets that are not active
iii. Inputs other than quoted prices that are observable for
the asset or liability (for example, interest rates and yield
curves observable at commonly quoted intervals, implied
volatilities, and credit spreads)
iv. Inputs that are derived principally from, or corroborated
by, observable market data by correlation or other means
(market-corroborated inputs)
c. paragraphs 52–54A of FASB ASC 820-10-35, which state that level
3 inputs are unobservable inputs for the asset or liability. Unobservable inputs should be used to measure fair value to the extent
that relevant observable inputs are not available, thereby allowing
for situations in which there is little, if any, market activity for the
asset or liability at the measurement date. Unobservable inputs
should reflect the assumptions that market participants would use
when pricing the asset or liability, including assumptions about
risk. Assumptions about risk include the risk inherent in a particular valuation technique used to measure fair value (such as a
pricing model) and the risk inherent in the inputs to the valuation
technique. A measurement that does not include an adjustment
for risk would not represent a fair value measurement if market
participants would include one when pricing the related asset or
liability. FASB ASC 820-10-55-21 and FASB ASC 820-10-55-22
provides examples of level 2 and level 3 inputs, respectively, for
particular assets and liabilities.
8.24 As explained in FASB ASC 820-10-35-37A, in some cases, the inputs used to measure fair value of an asset or a liability might be categorized
within different levels of the fair value hierarchy. In those cases, the fair value
measurement is categorized in its entirety in the same level of the fair value
hierarchy as the lowest level input that is significant to the entire measurement.

Considerations When Determining Fair Value
Fair Value Measurements of Investments in Certain Entities That
Calculate NAV per Share (or Its Equivalent)
8.25 Some plans invest in hedge funds, private equity funds, real estate
funds, venture capital funds, offshore fund vehicles, and funds of funds, collectively referred to as alternative investments. Many of these investees provide
their investors with a NAV per share (or its equivalent) that has been calculated
in a manner consistent with FASB ASC 946, Financial Services—Investment
Companies. If those investments do not have readily determinable fair values,
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paragraphs 59–62 of FASB ASC 820-10-35 permit a reporting entity, as a practical expedient, to estimate the fair value of an investment within the scope
of paragraphs 4–5 of FASB ASC 820-10-15 using the NAV per share (or its
equivalent, such as member units or an ownership interest in partners' capital
to which a proportionate share of net assets is attributed) of the investment,
if the NAV per share of the investment (or its equivalent) is calculated in a
manner consistent with the measurement principles of FASB ASC 946 as of
the reporting entity's measurement date. A plan is not permitted to estimate
the fair value of an investment using the NAV per share of the investment (or
its equivalent) as a practical expedient if, as of the measurement date, it is
probable that the plan will sell the investment for an amount different from
the NAV per share (or its equivalent). A sale is considered probable only if all
of the criteria in FASB ASC 820-10-35-62 have been met as of the measurement date. "Pending Content" in FASB ASC 820-10-50-6A requires certain
disclosures for these investments that are measured using NAV as a practical
expedient in accordance with FASB ASC 820-10-35-59. See paragraph 8.33 for
required disclosures.
8.26 Technical Questions and Answers (Q&A) sections 2220.18–.26 of section 2000, Assets (AICPA, Technical Questions and Answers), are intended to
assist reporting entities in applying the provisions of FASB ASC 820 discussed
in the preceding paragraph. Q&A section 2220.27, "Determining Fair Value of
Investments When the Practical Expedient Is Not Used or Is Not Available"
(AICPA, Technical Questions and Answers), assists reporting entities in determining the fair value of investments in circumstances in which the practical
expedient (NAV) is not used or is not available.

Fair Value Disclosures
8.27 FASB ASC 820-10-50 discusses the disclosures required for assets
and liabilities measured at fair value. FASB ASC 820-10-50-1 requires the
reporting entity to disclose certain information that helps users of its financial
statements to assess both (a) the valuation techniques and inputs used to
develop those measurements for assets and liabilities that are measured at
fair value on a recurring or nonrecurring basis after initial recognition and (b)
for recurring fair value measurements using significant unobservable inputs
(level 3), the effect of the measurements on earnings (or changes in net assets)
or other comprehensive income for the period.
8.28 According to FASB ASC 820-10-50-1A, to meet the objectives in the
preceding paragraph, a reporting entity should consider all of the following:

r
r
r
r

The level of detail necessary to satisfy the disclosure requirements
How much emphasis to place on each of the various requirements
How much aggregation or disaggregation to undertake
Whether users of financial statements need additional information to evaluate the quantitative information disclosed

8.29 If the disclosures provided in accordance with this FASB ASC 820 are
insufficient to meet the objectives in the preceding paragraph, a reporting entity
should disclose additional information necessary to meet those objectives.
8.30 "Pending Content" in FASB ASC 820-10-50-2 states that to meet
the objectives in FASB ASC 820-10-50-1, a reporting entity should disclose, at
a minimum, the following information for each class of assets and liabilities
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measured at fair value in the statement of financial position after initial recognition:
a. For recurring and nonrecurring fair value measurements, the fair
value measurement at the end of the reporting period, and for
nonrecurring fair value measurements, the reasons for the measurements.
b. For recurring and nonrecurring fair value measurements, the level
of the fair value hierarchy within which the fair value measurements are categorized in their entirety (level 1, 2, or 3).
c. For assets and liabilities held at the end of the reporting period
that are measured at fair value on a recurring basis, the amounts
of any transfers between level 1 and level 2 of the fair value hierarchy, the reasons for those transfers, and the reporting entity's
policy for determining when transfers between levels are deemed
to have occurred. Transfers into each level should be disclosed and
discussed separately from transfers out of each level.
Note: The preceding disclosure in item (c) is not required for nonpublic companies (FASB ASC 820-10-50-2F).
d. The information should include
i. for recurring and nonrecurring fair value measurements
categorized within level 2 and level 3 of the fair value
hierarchy, a description of the valuation technique(s) and
the inputs used in the fair value measurement. If there
has been a change in valuation technique, the reporting
entity should disclose that change and the reason(s) for
making it.
ii. for fair value measurements categorized within level 3 of
the fair value hierarchy, a reporting entity should provide
quantitative information about the significant unobservable inputs used in the fair value measurement.
Note: The preceding disclosure in item (d)(ii) is deferred indefinitely
for investments held by the employee benefit plan in its plan sponsor's own nonpublic equity securities, including equity securities of
its plan sponsor's nonpublic affiliated entities.
e. For recurring fair value measurements categorized within level 3 of
the fair value hierarchy, a reconciliation from the opening balances
to the closing balances, disclosing separately changes during the
period attributable to the following:
i. Total gains and losses for the period recognized in earnings (or changes in net assets) and the line item(s) in the
statements of income (or activities) in which those gains
or losses are recognized.
ii. Total gains or losses for the period recognized in other
comprehensive income and the line item(s) in other comprehensive income in which those gains or losses are
recognized.1

1
For employee benefit plans, this would be those gains or losses for the period recognized in the
statement of changes in net assets available for benefits.

©2016, AICPA

AAG-EBP 8.30

474

Employee Benefit Plans

iii. Purchases, sales, issuances, and settlements (each of those
types of changes disclosed separately).
iv. The amounts of any transfers into or out of level 3 of
the fair value hierarchy, the reasons for those transfers,
and the reporting entity's policy for determining when
transfers between levels are deemed to have occurred (see
FASB ASC 820-10-50-2C). Transfers into level 3 should be
disclosed and discussed separately from transfers out of
level 3.
f. For recurring fair value measurements categorized within level 3
of the fair value hierarchy, the amount of the total gains and losses
for the period in item (e)(i) included in earnings that is attributable
to the change in unrealized gains or losses relating to those assets
and liabilities held at the end of the reporting period and the line
item(s) in the statement of income (or activities) in which those
unrealized gains or losses are recognized.
g. For recurring and nonrecurring fair value measurements categorized within level 3 of the fair value hierarchy, a description of the
valuation processes used by the reporting entity (including, for example, how an entity decides its valuation policies and procedures
and analyzes changes in fair value measurements from period to
period).
h. For recurring fair value measurements categorized within level 3
of the fair value hierarchy, a narrative description of the sensitivity
of the fair value measurement to changes in unobservable inputs
if a change in those inputs to a different amount might result in
a significantly higher or lower fair value measurement. If there
are interrelationships between those inputs and other unobservable inputs used in the fair value measurement, a reporting entity
should also provide a description of those interrelationships and of
how they might magnify or mitigate the effect of changes in the
unobservable inputs on the fair value measurement.
Note: The preceding disclosure in item (h) is not required for nonpublic companies (FASB ASC 820-10-50-2F).
i. For recurring and nonrecurring fair value measurements, if the
highest and best use of a nonfinancial asset differs from its current use, a reporting entity should disclose that fact and why the
nonfinancial asset is being used in a manner that differs from its
highest and best use.
8.31 According to "Pending Content" in FASB ASC 960-325-50-1, "Pending Content" in FASB ASC 962-325-50-1, and "Pending Content" in FASB ASC
965-325-50-1, disclosure of a DB plan's, DC plan's, and H&W plan's accounting
policies should include a description of the valuation techniques and inputs
used to measure the fair value less costs to sell, if significant, of investments
(as required by FASB ASC 820-10-50) and a description of the methods and
significant assumptions used to measure the reported value of insurance contracts. However, DB plans, DC plans, and H&W plans are exempt from the
requirements in item (a) in FASB ASC 820-10-50-2B to disaggregate assets
by nature, characteristics, and risk. The disclosures of information by classes
of assets required by FASB ASC 820-10-50 (see discussion in paragraph 8.30)
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should be provided by general type of plan assets consistent with FASB ASC
960-325-45-2, FASB ASC 962-325-45-5, and FASB ASC 965-325-45-2.
8.32 FASB ASC 820-10-50-2C states a reporting entity should disclose and
consistently follow its policy for determining when transfers between levels of
the fair value hierarchy are deemed to have occurred in accordance with items
(bb) and (c)(3) in paragraph 2 of FASB ASC 820-10-50. The policy about the
timing of recognizing transfers should be the same for transfers into the levels
as for transfers out of the levels. Examples of policies for determining the
timing of transfers include the following:
a. The date of the event or change in circumstances that caused the
transfer
b. The beginning of the reporting period
c. The end of the reporting period
Note
According to Q&A section 2130.40, "Certificates of Deposit and FASB ASC
320" (AICPA, Technical Questions and Answers), certificates of deposit that
meet the definition of a security in FASB ASC 320, Investments—Debt and
Equity Securities, are subject to the disclosure requirements of FASB ASC
820-10-50; those that do not meet the definition are not subject to those disclosure requirements. Negotiable certificates of deposit, often held by employee
benefit plans, may meet the definition of a security and, therefore, may be
subject to the disclosure requirements of FASB ASC 820-10-50.

Disclosures Relating to Fair Value Measurements of Investments in
Certain Entities That Calculate NAV per Share (or Its Equivalent)
8.33 "Pending Content" in FASB ASC 820-10-50-6A requires disclosures
for each class of investment about the attributes of investments within the
scope of paragraphs 4–5 of FASB ASC 820-10-15, such as the nature of any
restrictions on the investor's ability to redeem its investments at the measurement date, any unfunded commitments, and the investment strategies of the
investees. These disclosures are required for all investments within the scope
of paragraphs 4–5 of FASB ASC 820-10-15 and that are measured using the
practical expedient in FASB ASC 820-10-35-59 on a recurring or nonrecurring
basis during the period.
8.34 In accordance with "Pending Content" in FASB ASC 820-10-35-54B,
an investment within the scope of paragraphs 4–5 of FASB ASC 820-10-15
for which fair value is measured using NAV per share (or its equivalent) as a
practical expedient should not be categorized within the fair value hierarchy.
Although the investment is not categorized within the fair value hierarchy, a
reporting entity should provide the amount measured using the NAV per share
(or its equivalent) practical expedient to permit reconciliation of the fair value
of investments included in the fair value hierarchy to the line items presented
in the statement of net assets available for benefits.
Note
In accordance with "Pending Content" in FASB ASC 960-325-50-6, "Pending
Content" in FASB ASC 962-325-50-9, and "Pending Content" in FASB ASC
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965-325-50-4, if an investment is measured using the NAV per share (or its
equivalent) practical expedient in FASB ASC 820-10-35-59 and that investment is in a fund that files U.S. Department of Labor Form 5500 as a direct
filing entity, disclosure of that investment's significant investment strategy,
as discussed in item (a) in FASB ASC 820-10-50-6A, is not required.

Accounting and Disclosure for Investments (Auditing
Ref: par. 8.126–.132)
Statement of Net Assets Available for Benefits
8.35 As previously noted in paragraph 8.15, plan investments (excluding
insurance contracts and fully benefit-responsive investment contracts held by
DC plans and H&W plans) generally are to be presented at their fair value,
less costs to sell, if significant, at the reporting date (see paragraphs 8.52–
.67 and 5.38–.44 for special provisions concerning the valuation of insurance
and benefit responsive investment contracts). Per FASB ASC 960-325-50-3, the
historical cost of plan investments presented at fair value is neither required
nor proscribed.2 (The accounting for assets used in the administration of the
plan is discussed in paragraphs 5.63–.64, 6.67–.68, and 7.71–.72 of this guide).

Presentation of Plan Investments
8.36 In accordance with "Pending Content" in FASB ASC 960-325-45-1,
FASB ASC 962-325-45-6, and FASB ASC 965-325-45-1, information regarding a plan's investments that are measured using fair value should indicate
whether reported fair values have been measured by quoted prices in an active
market or are fair values otherwise determined. According to "Pending Content" in FASB ASC 960-325-45-2, "Pending Content" in FASB ASC 962-325-455, and "Pending Content" in FASB ASC 965-325-45-2, investments measured
using fair value in the statement of net assets available for benefits or in the
notes should be presented by general type, such as (a) registered investment
companied (for example, mutual funds), (b) government securities, (c) common collective trusts (DB plans guidance only), (d) pooled separate accounts
(DB plans guidance only), (e) short-term securities, (f) corporate bonds, (g)
common stocks, (h) mortgages, and (i) real estate. For the presentation of fully
benefit-responsive investment contracts, which are measured at contract value,
"Pending Content" in FASB ASC 962-325-45-5 refers to guidance in FASB ASC
962-325-5A and FASB ASC 962-325-50-3 and "Pending Content" in FASB ASC
965-325-45-2 refers to guidance in FASB ASC 965-325-35-8 and FASB ASC
965-325-50-2.
Note
The types of investments may also include master trusts and investments
in contracts with insurance companies, including separate accounts and DA
and IPG contracts.

2
Historical cost is not required to be disclosed in the financial statements; however, supplemental schedules to the Form 5500, Annual Return/Report of Employee Benefit Plan, require historical
cost.
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Statement of Changes in Net Assets Available for Benefits
Reporting Investments in the Statement of Changes in Net Assets
Available for Benefits
8.37 According to "Pending Content" in FASB ASC 960-30-45-2, "Pending
Content" in FASB ASC 962-205-45-7, and "Pending Content" in FASB ASC
965-20-45-3, information about changes in net assets available for benefits
should be presented in enough detail to identify the significant changes during
the year. Chapters 5–7 list the minimum disclosures that should be included in
the statement of changes in net assets available for benefits. The following list
only includes those minimum disclosures that are investment related. (Refer
to paragraphs 5.69, 6.72, and 7.75 of this guide for a list of all minimum
disclosures required.)
a. The net appreciation or depreciation in fair value. Net appreciation
or depreciation includes realized gains and losses on investments
that were both purchased and sold during the period as well as
unrealized appreciation or depreciation of the investments held at
year-end.
b. Investment income, exclusive of changes in fair value described in
item (a) preceding.
Certain RICs and other investment funds pay dividends or capital
gain distributions that are reinvested into the plan. FinREC recommends that the dividends be considered investment income and
shown separately from changes in fair value. FinREC recommends
that capital gain distributions be considered investment income
and shown separately from changes in fair value or included as
part of the net change in fair value.
c. Payments to insurance entities to purchase contracts that are
excluded from plan assets. Item (e) in FASB ASC 960-205-50-1
requires disclosure of the plan's dividend income related to excluded contracts and permits that income to be netted against this
item.

RICs (Mutual Funds) (Auditing Ref: par. 8.139–.140)
8.38 An RIC is an investment firm that is registered with the SEC and
complies with certain stated legal requirements for the collective investment
and reinvestment of assets contributed thereto from investors (employee benefit plans and nonemployee benefit plans). Many employee benefit plans, particularly 401(k) plans and profit sharing plans, hold investments in open ended
mutual funds.

Investments in CCTs (Auditing Ref: par. 8.135–.136)
8.39 A CCT is a trust maintained by a bank, trust company, or similar
institution, which may be a subsidiary of a larger financial services company,
that is regulated, supervised, and subject to periodic examination by a state
or federal agency, for the collective investment and reinvestment of assets
contributed thereto from employee benefit plans maintained by more than one
employer of a controlled group of corporations.
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8.40 A CCT may be used to invest some or all of a plan's assets. A plan
generally acquires investment units, sometimes referred to as units of participation, representing an undivided interest in the underlying assets of the
trust. The purchase or redemption price of the units is determined periodically
by the trustee based on the current market values of the underlying assets
of the fund. The financial statements of many CCTs are often examined and
reported on by auditors engaged by the bank. CCTs are often valued at the
NAV of shares of a bank collective trust held by the plan at year-end. The NAV
is typically based on the fair value of the underlying investments held by the
fund.
8.41 It is common for plans to hold CCTs that invest in stable value
assets that include traditional bank or insurance company-issued guaranteed
investment contracts or synthetic investment contracts. See paragraphs 5.39–
.45 of this guide for further guidance on accounting for stable value funds.
Note
Some plans may set up a separate account to invest plan assets, and the
account may be reported on the trustee or custodial statements as a "fund"
that may appear to be a CCT or similar vehicle. However, a reading of the
agreements would provide information that the account is not a "fund" with
commingled assets of other benefit plans, but merely an account with investments that are owned by the plan. The investments in such accounts should
be reported as individual investments owned by the plan.
The agreements relating to such investment accounts owned by plans can
have various terms and provisions, making it difficult to determine the nature of the entity. "Pending Content" in FASB ASC 946 can provide helpful
information in determining whether the plan holds (a) a "fund" or investment company which would be reported as a "fund" on the plan's financial
statements or (b) an account with investments that are owned by the plan
reported as individual investments on the plan's financial statements.
See paragraph 8.49 for further discussion on separately managed accounts.

Master Trust Arrangements (Auditing Ref:
par. 8.137–.140)
Note
In certain instances, typically as a result of plan mergers, transfers, or terminations, a trust that has historically reported as a master trust holds assets
of a single plan. Consideration should be given regarding whether the trust
continues to be reported as a master trust or whether it should be reported
as a trust held on behalf of a single plan. Plan sponsors should look to the
definition of a master trust investment account according to the Department
of Labor's (DOL's) Form 5500 instructions (as follows) and consult with legal
counsel to determine if the trust can continue to be reported as a master trust.
8.42 According to the DOL's Form 5500 instructions, a master trust is a
trust for which a regulated financial institution (bank, trust company, or similar financial institution that is regulated, supervised, and subject to periodic
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examination by a state or federal agency) serves as trustee or custodian and
in which assets of more than one plan sponsored by a single employer or by a
group of employers under common control are held.
8.43 A company that sponsors more than one employee benefit plan or
a group of corporations under common control may place assets relating to
some or all of the plans into one combined trust account, sometimes referred
to as a master trust. Each plan has an interest in the assets of the trust, and
ownership is represented by a record of proportionate dollar interest or by
units of participation. Plan interests in master trusts may be divided interests,
undivided interests, or a combination thereof. See paragraphs 5.49–.51 of this
guide for further discussion regarding participant loans in a DC plan. A bank
or trust company ordinarily serves as the trustee for a master trust, acts as
custodian, and may or may not have discretionary control over the assets.
8.44 According to FASB ASC 960-30-45-11, a plan's investments in a
master trust (whether divided interest, undivided interest or a combination
thereof) are presented in a single line item in the statement of net assets available for benefits. In addition FASB ASC 960-30-50-1 states that in the notes to
the financial statements that the investments of a master trust be detailed by
general type, such as government securities, short-term securities, corporate
bonds, common stocks, mortgages, and real estate, as of the date of each statement of net assets available for benefits presented. "Pending Content" in FASB
ASC 960-30-50-2 and "Pending Content" in FASB ASC 962-325-50-7 state that
the net change in the fair value of investments of the master trust and total investment income of the master trust by type, including interest and dividends,
should also be disclosed in the notes for each period for which a statement of
changes in net assets available for benefits is presented.
8.45 According to FASB ASC 960-30-50-3 and 962-325-50-8, the notes to
the financial statements should also disclose (whether divided interest, undivided interest or a combination thereof) a description of the basis used to
allocate net assets, net investment income, gains and losses to participating
plans, and the plan's percentage interest in the master trust as of the date of
each statement of net assets available for benefits presented.
8.46 For master trusts, FinREC recommends that because audited financial statements are not required for the master trusts, the notes to the financial
statements include the following disclosures:
a. A statement of net assets of the master trust.
b. A statement of changes in net assets of the master trust. To present
the plan's activity at the plan level and the master trust's activity at the master trust level, FinREC recommends that the plan's
activity, such as contributions (and related accruals) and benefit
payments, be recorded at the plan level, not the master trust level.
Such activity should be recorded as a transfer in or out of the master
trust. Plan level expenses that are plan specific (such as actuary,
legal, and audit fees) and related accruals should be recorded at
the plan level. Master trust investment expense (such as trustee,
custodian, and investment management fees) and related accruals should be recorded at the master trust level. (For all types of
master trusts.) Participant loans are discussed in chapter 5 of this
guide.
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Note
Investing in a master trust does not eliminate the disclosure requirements
relating to the underlying investments in the master trust, as set forth in
this chapter.
8.47 To present the investment risk specific to each plan, FinREC recommends that the plan's percentage interest in each investment type be made
for plans with a specific interest (not an undivided interest) in master trust
investments.
Note
Some plans commingle their assets in an account that does not meet the
definition of a master trust in accordance with the DOL's Form 5500 instructions. In certain situations, the account may be referred to as a master trust
by the plan sponsor, but because it does not comply with the DOL's master
trust definition, it cannot be reported as a master trust. In these situations,
because the account is not considered a master trust for accounting and reporting purposes, FinREC recommends the plan report its investment in the
account based on an allocation of individual investments of the account.

Other Investments
Private Investment Funds
8.48 Plans also invest in private investment funds meeting the definition
of an investment company under the provisions of AICPA Audit and Accounting
Guide Investment Companies, such as the following:

r
r
r
r
r
r

Hedge funds
Private equity funds
Real estate funds
Venture capital funds
Commodity funds
Offshore fund vehicles

Separately Managed Accounts
8.49 Some plans have accounts at a trust company, insurance entity,
or similar institution consisting of individual plan assets that are managed
by an investment manager specifically for the plan. Often, there is a NAV
determined for the account on a unitized basis. These separately managed
accounts are frequently mistaken for pooled investment vehicles (for example,
insurance entity PSAs, mutual funds, or CCTs). A review of the underlying
investment agreement with the investment manager or discussions with the
service providers will typically reveal whether the investment is a pooled or
separately managed vehicle. Individual assets of a separately managed account
are held in the name of the plan and should be audited and reported in a manner
similar to other individual investments held directly by the plan. In addition,
these investments would be considered individual investments for purposes of
reporting on Form 5500, Schedule H, line 4i—Schedule of Assets (Held at End of
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Year), and line 4j—Schedule of Reportable Transactions. For these investment
arrangements, they do not meet the DOL's Form 5500 definition of a direct
filing entity (DFE), and, therefore, they are not permitted to file as a DFE.

Investments Reported as 103-12 Entities as Required by the DOL
8.50 Many limited partnerships, hedge funds, and other pooled funds,
such as group trusts, elect to file with the DOL as a 103-12 entity. A 103-12
entity is an arrangement consisting of two or more plans that are not members of a related group of employee benefit plans, that is, not a master trust
investment account, CCT, or PSA, whose underlying assets include plan assets
within the meaning of Title 29 U.S. Code of Federal Regulations (CFR) Part
2510.3-101. The entity must have at least two or more plans which make up 25
percent or more of the fund to qualify as a 103-12 entity. A 103-12 designation
does not represent a legal form of operation but is merely a term given to an
entity once it elects to file a Form 5500 with the DOL as a DFE that is then
classified as a 103-12 entity.
8.51 Generally, a 103-12 entity will operate based on its legal structure
(according to its operating agreements) in the form of a financial services product, such as a trust or a limited partnership. Typically, audited financial statements are required by the entity's operating agreement and are prepared in
accordance with GAAP in a format following industry standards consistent
with the entity's operations. For example, a 103-12 entity that operates as a
limited partnership would look to GAAP financial statement reporting requirements for limited partnerships. (See paragraph A.57 in appendix A, "ERISA
and Related Regulations," of this guide for guidance on filing as a 103-12
entity.)

Contracts With Insurance Entities (Auditing Ref: par.
8.141–.145)
8.52 A plan may invest assets with an insurance entity pursuant to any
of a number of different types of contracts. The nature of the contract will
determine the related accounting and regulatory reporting requirements.3
8.53 The amounts remitted to an insurance entity become the assets of
the insurance entity for which it, in turn, assumes an obligation to fulfill the
contract terms. This differs from a bank trust arrangement when a bank holds
the assets for the plan as a fiduciary, and the assets are not included in the
bank's financial statements.4 The extent to which the assets and transactions
related to insurance arrangements are recorded in the plan's financial statements, and the extent of auditing procedures to be applied, depend on the terms
of the contract with the insurance entity.
8.54 For employee benefit plans, the fundamental basis of distinction in
classifying contracts for accounting purposes is
a. whether the contributions are currently used to purchase insurance
or annuities for the individual participants or
3
Plans funded solely with certain types of insurance contracts are not required under the
Employee Retirement Income Security Act of 1974 to prepare financial statements or engage an
independent auditor.
4
See paragraphs 8.63–.67 for a discussion of insurance company separate accounts.
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b. whether some or all of the contributions are accumulated in an
unallocated fund to be used to meet benefit payments as they come
due or to purchase annuities for participants at retirement or on
earlier termination of service with a vested right.5
8.55 Contractual arrangements under which funds are currently allocated
to purchase insurance or annuities for individual participants are referred to
as allocated funding arrangements, whereas other arrangements are called
unallocated funding arrangements. Funds in an unallocated contract may be
withdrawn or otherwise invested. Some contractual arrangements may involve
both allocated and unallocated funding. Essentially, allocated contracts are
excluded from, and unallocated contracts are included in, plan assets.6
8.56 Allocated funding arrangements include annuity contracts. As defined in the FASB ASC glossary, an allocated contract is a contract with an
insurance entity under which payments7 to the insurance entity are currently
used to purchase immediate or deferred annuities for individual participants.
As defined in the FASB ASC glossary (definition 1), an annuity contract is a
contract in which an insurance entity unconditionally undertakes a legal obligation to provide specified pension benefits to specific individuals in return
for a fixed consideration or premium. An annuity contract is irrevocable and
involves the transfer of significant risk from the employer to the insurance
entity. As such, investments in allocated contracts are not assets of the plan.
The DOL issued Advisory Opinion No. 2010-01A on whether a specific annuity
contract, as described in the advisory opinion, is a fully allocated contract for
annual reporting purposes within the meaning of 29 CFR 2520.104-44(b)(2) and
the Form 5500 instructions. The advisory opinion concluded that an annuity
contract is not an allocated contract regardless of the method of benefit distribution because the contract does not guarantee a benefit of a specified amount
on receipt of each contribution. Although the contract provides a guarantee of
principal, a guaranteed minimum interest rate, and the potential for additional
interest, the potential for additional interest is not guaranteed. Although the
additional interest is described as a new contribution, the additional amounts
are, in effect, a change in the interest rate on accumulations for the year.
Note
DOL Advisory Opinion No. 2010-01A can be viewed at www.dol.gov/ebsa/
regs/aos/ao2010-01a.html.
8.57 An unallocated contract, as defined in the FASB ASC glossary, is a
contract with an insurance entity under which related payments to the insurance entity are accumulated in an unallocated fund to be used to meet benefit
payments when employees retire, either directly or through the purchase of
annuities. Funds in an unallocated contract may also be withdrawn and otherwise invested. Unallocated funding ordinarily is associated with a group
5
Although the term allocated account is used by insurance companies in connection with defined
contribution plans when amounts are recorded in separate participant accounts, the term allocated,
as it is used here, refers to situations in which the obligation to pay defined benefits under the plan
is assumed by the insurance company.
6
See paragraphs 6.32–.36 of this guide, as well as FASB Accounting Standards Codification
(ASC) 960-325-35-3.
7
Note: In the case of plans, payments would typically be contributions paid.
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DA contract and an IPG. For investment purposes, unallocated funds may be
commingled in a general or pooled separate account or held in an individual
separate account. These contracts generally should be included in the plan's
financial statements.
8.58 Determining whether assets and related obligations relating to contracts with insurance entities should be reported in the plan's financial statements requires a careful review of the contract.

DA Contracts
8.59 The term deposit administration is applied to a type of contract
under which contributions are not currently applied to the purchase of singlepayment deferred annuities for individual participants. Under a DA contract,
payments to the insurance entity that are intended to provide future benefits
to present employees are credited to an account. For investment purposes, the
monies in the account are commingled with other assets of the insurance entity.
The account is credited with interest at the rate specified in the contract; it is
charged with the purchase price of annuities when participants retire and with
any incidental benefits (death, disability, and withdrawal) disbursed directly
from the account.
8.60 Although the insurance entity will guarantee a minimum stipulated
interest rate on funds in the active life fund and rates at which annuities may
be purchased, it does not guarantee that sufficient funds will be available to
meet the cost of annuities to be purchased.
8.61 Experience-rated interest credits on funds in the undivided account
are determined by the insurance entity, but they are not guaranteed. The
calculation of these credits is based on internal records kept by the insurance
entity for each contract and are determined by the actual investment experience
of the insurance entity. These interest credits may be paid out, added to the
balance of funds in the undivided account, or considered in an overall dividend
calculation that also takes into account mortality, other actuarial experience,
and reserves required by the insurance entity. Under DA contracts, amounts
of dividend or rate credits are generally determined solely at the discretion of
the insurance entity, which has no contractual obligation to pay a dividend.
The contract holder has no contractual right to demand an accounting.

IPG Contracts
8.62 The IPG contract is a variation of the DA contract. In an IPG contract,
the account is credited with the contributions received during the contract period plus its share of the insurance entity's actual investment income. The IPG
contract is written in two forms. Under either form the insurance entity is
obligated to make lifetime benefit payments to retired employees. One form
provides for the actual purchase of annuities as employees retire. An annual
adjustment to the account occurs to reflect the insurance entity's experience
under the annuities. In the other form, the IPG contract may accomplish the
same objective through a different technique. When an employee retires, pension payments are made directly from the account without the purchase of
an annuity. However, according to a premium schedule in the contract, the
balance of the account must be maintained at the amount required to provide
for the remaining pension benefits for all current retirees. That portion of the
account is referred to as the retired life fund. Thus, if necessary, the account
could always be used to buy all annuities in force.
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Other Investment Arrangements With Insurance Entities
8.63 A separate account may be used independent of, or as an adjunct to,
a DA or IPG contract.
8.64 Separate accounts were developed to allow insured plans to compete
with trust funds in making investments and in funding variable annuity plans.
The assets of a separate account plan are assets of the insurance entity but are
not commingled with the insurance entity's general assets. The purpose of a
separate account is to provide flexibility in the investment of the plan's funds.
A separate account may be established solely for one plan or, more commonly,
may be pooled with the funds of several plans.
8.65 A separate account in which only one plan participates is generally
referred to as an individual separate account or as a separate-separate account.
The investments in the account must be separately identified, and the account
is operated similarly to a bank trust fund, although it is included in the insurance entity's financial statements.
8.66 A separate account in which several plans participate generally is
referred to as a pooled separate account. A PSA is maintained by an insurance
carrier, which is regulated, supervised, and subject to periodic examination by
a state agency for the collective investment and reinvestment of assets contributed thereto from employee benefit plans maintained by more than one
employer of controlled group of corporations. PSAs are similar to mutual funds
except that they are issued by insurance companies and are not publicly traded
like mutual funds. Each plan's share of a PSA is determined on a participationunit or variable-unit basis.8 The plan's equity account provides a cumulative
record of the number of participation units credited to the account and the number of units allocated or withdrawn from the account. The balance of participation units credited to the account, multiplied by the current participation-unit
value, equals the amount of equity account assets held on behalf of the policyholder at any given time. The participation-unit value is adjusted periodically,
usually each business day, to reflect investment results under the separate
account. PSAs often have audited financial statements; however, for certain
insurance companies, audited PSA financial statements are not available. See
paragraph 8.25 for accounting and reporting for investments in certain entities
that calculate NAV.
8.67 Many plans hold guaranteed investment contracts (GICs) in their
investment portfolios. Normally issued through the general account, in its
simplest form, a GIC is a contract between an insurance entity and a plan
that provides for a guaranteed return on principal invested over a specified
time period. Variations include contracts in which the plan is permitted to
make deposits or withdrawals during certain windows during the contract
life, contracts with multiple maturities (and rates), contracts in which the
insurance entity guarantees a minimum rate and may credit the contract holder
with additional interest, and contracts with floating rates. These contracts are
unallocated and are generally to be included as plan assets at their contract
value or fair values, as appropriate.
8
In some separate accounts, a plan receives a guaranteed rate of return on funds held in the
separate account. A plan's share would be the value of its units determined in accordance with
applicable guidance for valuing investment contracts, and the funds held in the separate account
should be viewed as an unallocated funding arrangement. Each investment contract in the pooled
account should be evaluated individually for benefit responsiveness. However, if the separate account
places any restrictions on access to funds for the payment of benefits, the underlying investment
contracts would not be considered fully benefit-responsive.
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Derivatives and Hedging Activities (Auditing Ref: par.
8.146–.155)
8.68 Certain employee benefit plans invest in derivative instruments and
participate in hedging activities. Derivatives are named as such because they
derive their value from movements in an underlying,9 such as changes in the
price of a security or a commodity. Examples of common derivatives in which
benefit plans invest are as follows:

r

r

r

r
r

Commodity futures and financial futures contracts. Commodity
and financial futures contracts are traded on various exchanges
and are thus distinguished from forward contracts, which are entered into privately by the parties. A commodity futures contract
is a firm commitment to buy or sell a specified quantity of a specified grade of a specified commodity or, for financial futures contracts (including index futures contracts), a standardized amount
of a deliverable grade security (or basket for index futures) at
a specified price and specified future date unless the contract is
closed before the delivery date. For futures contracts, the date is
a specified delivery month, and the contract is typically settled
by executing an offsetting futures contract before or during the
delivery month.
Option. An option is a contract giving its owner the right, but not
the obligation, to buy (call) or sell (put) a specified item at a fixed
price (exercise or strike price) during a specified period (American
option), on a specified date or dates (Bermudan option), or at
expiration (European option). Options may be exchange traded or
over-the-counter.
Forward. A legal contract between two parties to purchase and sell
a specified quantity of a financial instrument at a price specified
now, with delivery and settlement at a specified future date. Forward contracts are similar to futures contracts, except that they
are not traded on an exchange. Their terms are not standardized,
and they can be terminated only by agreement of both parties to
the forward contract. If a forward contract is held until expiration, settlement by delivery or cash (depending upon the nature
of the contract) is required. Most forwards, however, are settled
in cash. Forward contracts are entered into directly between two
counterparties for future delivery or receipt at a specified price.
As a result, they do not typically settle on a daily basis by margin
settlement as do futures contracts.
Foreign exchange contract. An agreement between two parties to
exchange different currencies at a specified exchange rate at an
agreed-upon future date.
Swap. An agreement between two parties to exchange economic
risks and rewards on a specified principal amount (referred to
as notional principal) of underlying assets or obligations for a

9
The FASB ASC glossary defines an underlying as "a specified interest rate, security price,
commodity price, foreign exchange rate, index of prices or rates, or other variable." An underlying
may be a price or rate of an asset or liability, but is not the asset or liability itself. An underlying is a
variable that, along with either a notional amount or a payment provision, determines the settlement
of a derivative instrument.
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specified period. Many variations of swaps exist. Swaps can be
linked to any number of underlying instruments and indexes,
and swap terms can vary greatly. Trade date is the date of the
commitment to enter into the swap. Interest begins accruing on
the effective date, and cash flows are exchanged, as defined by the
agreement.
Note
Often it is not apparent from a review of the investment statements that the
plan is holding derivative investments. A discussion with the plan sponsor's
management responsible for the investment transactions and the investment
manager is helpful in determining whether the plan holds derivatives.
Note: According to the DOL's Form 5500 instructions, Schedule H, line 1c(15),
includes other investments, such as options and index futures. Such investments would also be included on Schedule H, line 4i—Schedule of Assets
(Held at End of Year).
8.69 FASB ASC 815, Derivatives and Hedging, addresses accounting and
reporting for derivative instruments, including certain derivative instruments
embedded in other contracts (collectively referred to as derivatives), and for
hedging activities. It requires that an entity recognize all derivatives as either
assets or liabilities in the statement of financial position and measure those
instruments at fair value. FASB ASC 815 applies to certain contracts that meet
the definition of derivative instrument, as defined in FASB ASC 815-10-15-83.
See FASB ASC 815-10-15-13 for further information on certain contracts that
are not subject to the requirements of FASB ASC 815.
8.70 As further discussed in FASB ASC 815-10-05-4, if certain conditions
are met, an entity may elect to designate a derivative instrument in any one of
the following ways:
a. A hedge of the exposure to changes in the fair value of a recognized
asset or liability or an unrecognized firm commitment that are
attributable to a particular risk (fair value hedge)
b. A hedge of the exposure to variability in the cash flows of a recognized asset or liability or of a forecasted transaction that is attributable to a particular risk (cash flow hedge)
c. A hedge of the foreign currency exposure of a net investment in
a foreign operation, an unrecognized firm commitment (a foreign
currency fair value hedge), an available-for-sale security (a foreign
currency fair value hedge), or a forecasted transaction (a foreign
currency cash flow hedge)
Note
For employee benefit plan financial statements, it is not necessary to designate certain derivatives as hedging instruments under FASB ASC 815.
Because employee benefit plan financial statements account for derivative
instruments at fair value and record all associated fair value changes in the
statement of changes in net assets available for benefits (and not to comprehensive income), such distinction is not applicable to employee benefit plan
financial statements.

AAG-EBP 8.69

©2016, AICPA

487

Investments

8.71 As stated by FASB ASC 815-10-35-2, the accounting for changes in
the fair value (that is, gains or losses) of a derivative instrument depends on
whether it has been designated and qualifies as part of a hedging relationship
and, if so, on the reason for holding it. FASB ASC 815-10-50 also contains
extensive disclosure requirements. This chapter includes certain information
regarding accounting and reporting for derivatives but is not intended as a
substitute for reading FASB ASC 815. Refer to the full text of FASB ASC 815
when testing accounting and reporting issues related to derivative instruments
and hedging activities.
8.72 FASB ASC 815-10-50-1 states that an entity with derivative instruments should disclose information to enable users of the financial statements
to understand all of the following:
a. How and why an entity uses derivative instruments
b. How derivative instruments and related hedged items are accounted for under FASB ASC 815
c. How derivative instruments and related hedged items affect an
entity's financial position, financial performance, and cash flows
8.73 In accordance with paragraphs 1A–1B of FASB ASC 815-10-50, an
entity that holds or issues derivative instruments (or nonderivative instruments that are designated and qualify as hedging instruments pursuant to
FASB ASC 815-20-25-58 and 815-20-25-66) should disclose all of the following
for every annual and interim reporting period for which a statement of financial
position and statement of financial performance are presented:
a. Its objectives for holding or issuing those instruments
b. The context needed to understand those objectives
c. Its strategies for achieving those objectives
d. Information that would enable users of its financial statements to
understand the volume of its activity in those instruments
8.74 For item (d) in the preceding paragraph, an entity should select the
format and the specifics of disclosures relating to its volume of such activity
that are most relevant and practicable for its individual facts and circumstances. Information about the instruments in items (a)–(c) in the preceding
paragraph should be disclosed in the context of each instrument's primary
underlying risk exposure. Further, those instruments should be distinguished
between those used for risk management purposes and those used for other
purposes. Derivative instruments (and nonderivative instruments that are
designated and qualify as hedging instruments pursuant to FASB ASC 81520-25-58 and 815-20-25-66) used for risk management purposes include those
designated as hedging instruments under FASB ASC 815-20 as well as those
used as economic hedges and for other purposes related to the entity's risk
exposures.

Offsetting of Derivatives, Repurchase Agreements, and Securities
Lending Transactions
8.75 FASB ASC 210-20-50 enhances disclosures about certain financial instruments and derivative instruments that are either offset in accordance with
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GAAP or are subject to an enforceable master netting arrangement or similar agreement. Accordingly, there may be additional disclosure requirements
for plans that participate in securities lending or derivative and hedging activities. The scope of the disclosure requirements in paragraphs 2–5 of FASB
ASC 210-20-50 is limited to recognized derivative instruments accounted for in
accordance with FASB ASC 815, including bifurcated embedded derivatives,
repurchase agreements, and reverse repurchase agreements, and securities
borrowing and securities lending transactions that are either offset in accordance with FASB ASC 210-20-45 or FASB ASC 815-10-45 or subject to an
enforceable master netting arrangement or similar agreement.
8.76 In accordance with paragraphs 2–3 of FASB ASC 210-20-50, an entity should disclose information to enable users of its financial statements to
evaluate the effect or potential effect of netting arrangements on its financial
position for recognized assets and liabilities within the scope of FASB ASC
210-20-50-1. This includes the effect or potential effect of rights of setoff associated with an entity's recognized assets and recognized liabilities. To meet the
objective in FASB ASC 210-20-50-2, a plan should disclose at the end of the
reporting period the following quantitative information separately for assets
and liabilities that are within the scope of FASB ASC 210-20-50-1:
a. The gross amounts of those recognized assets and those recognized
liabilities
b. The amounts offset to determine the net amounts presented in the
statement of financial position
c. The net amounts presented in the statement of financial position
d. The amount subject to an enforceable master netting arrangement
or similar agreement not otherwise included in the disclosure required by (b) including
i. the amounts related to recognized financial instruments
and other derivative instruments that either (1) management makes an accounting policy election not to offset, or
(2) do not meet some or all of the guidance in either FASB
ASC 210-20-45 or FASB ASC 815-10-45.
ii. the amount related to financial collateral (including cash
collateral).
e. The net amount after deducting the amount in (d) from the amounts
in (c)
8.77 As stated in paragraphs 4–5 of FASB ASC 210-20-50, the information required by the preceding paragraph should be presented in a tabular
format, separately for assets and liabilities, unless another format is more
appropriate. An entity should provide a description of the rights of setoff associated with an entity's recognized assets and recognized liabilities subject to an
enforceable master netting arrangement or similar agreement disclosed in accordance with item (d) in FASB ASC 210-20-50-3, including the nature of those
rights.
8.78 See the implementation guidance and examples that address the
application of the disclosures for derivative instruments and other financial
instruments in paragraph 1–22 of FASB ASC 210-20-55.

AAG-EBP 8.76

©2016, AICPA

489

Investments

Note
Although the scope of FASB ASC 210-20-50 is limited to specified instruments
and transactions, plan management may find it challenging to identify all
such instruments and transactions that are under legally enforceable master
netting arrangements or similar agreements. Master netting arrangements
exist in a myriad of contracts and agreements. Management may consider
evaluating existing arrangements, with the assistance of legal counsel, to
ensure all master netting or similar arrangements have been identified.
For example, a plan may have an open total return swap in an asset position
and a forward contract in a liability position with the same counterparty.
Under the related agreement between the plan and the counterparty, (for
example, an International Swaps and Derivatives Association, Inc. Master
Agreement and Credit Support Annex [ISDA Agreement]) the plan is able to
legally settle the two positions on a net basis and the plan's legal counsel has
determined that this master netting agreement is legally enforceable in the
case of counterparty default. In this example, the instruments would likely
be within the scope of the offsetting disclosure requirements, even if the plan
does not net the positions on its balance sheet or intend to settle the positions
net.
When determining which instruments and transactions under master netting arrangements are within the scope of the FASB ASC 210-20-50 disclosure requirements, each arrangement should be evaluated by management
to determine when the entity can legally enforce a netting provision. The expertise of legal personnel likely will be necessary in order to determine which
netting arrangements are enforceable and which are not, as well as which are
enforceable only upon a default versus those which are unconditional. Agreements should be evaluated for both conditional and unconditional rights of
setoff. Whereas unconditional rights of setoff provide for general payment
netting, conditional rights of setoff provide for the net settlement of cash
flows only under certain defined conditions; for example, a provision in a
master netting arrangement that permits close-out netting in the event of
bankruptcy. It is important to note that the "legal enforcement" threshold for
netting of positions may differ from the criteria in FASB ASC 210-20-45 or
FASB ASC 815-10-45. It may not be appropriate for management to conclude
that the disclosure requirements are not applicable because all positions are
presented gross on the balance sheet.

Securities Lending Arrangements (Auditing Ref: par.
8.162)
Note
Assets received as collateral that are included in investments on the statement of net assets available for benefits should also be included on the Form
5500, Schedule H, line 4i—Schedule of Assets (Held at End of Year), and
denoted as restricted securities on that schedule.
8.79 Securities custodians commonly carry out securities lending activities on behalf of their employee benefit plan clients. The borrowers of securities
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generally are required to provide collateral to the lender (the plan). This collateral is typically cash, but sometimes it may be other securities or standby
letters of credit, with a value slightly higher than that of the securities borrowed. If the collateral is cash, the lender typically earns a return by investing
that cash at rates higher than the rate paid or rebated back to the borrower. If
the collateral is other than cash, the lender typically receives a fee. FASB ASC
860, Transfers and Servicing, provides accounting and reporting guidance for
transfers of financial assets, including accounting for securities lending activities. FASB ASC 860 addresses
a. whether the transaction is a sale of the loaned securities for financial reporting purposes.
b. if the transaction is not a sale, how the lender should report the
loaned securities.
c. whether and how the lender should report the collateral.
d. how the lender should record income earned as a result of securities
lending transactions (when the transaction is accounted for as a
sale).
8.80 If the securities lending transaction includes an agreement that entitles and obligates the plan (the transferor) to repurchase the transferred
securities under which the plan maintains effective control over those securities, then the plan must account for those transactions as secured borrowings
(not sales) and continue to report the securities on the statement of net assets. Typically, in a securities lending arrangement, the transferee has the
right by custom or contract to sell or repledge the security loaned. In these
instances, the securities loaned should be reclassified and reported by the plan
(the transferor) separately from other assets not so encumbered (for example,
as security pledged to creditors) pursuant to FASB ASC 860-30-25-5. Alternatively, if the transferee does not have the right by custom or contract to sell or
repledge the security loaned, the plan should disclose in the notes to the financial statements the carrying amount and classification of any assets pledged as
collateral, associated liabilities, and qualitative information about the relationship between those assets and associated liabilities as of the date of the latest
statement of net assets presented pursuant to FASB ASC 860-30-50-1A. The
plan should record the cash collateral received as an asset, and any investments
made with that cash, even if made by agents or in pools with other securities
lenders, along with the obligation to return the cash (considered the amount
borrowed).
8.81 Generally, if the plan receives securities (instead of cash) that may
be sold or repledged, the plan accounts for those securities in the same way as
it would account for cash received. That is, the plan recognizes in the statement of net assets the securities received as collateral and the obligation to
return that collateral. In addition, pursuant to FASB ASC 860-30-50-1A, the
plan should also disclose the fair value as of the date of each statement of net
assets presented of that collateral and of the portion of that collateral that it
has sold or repledged and information about the sources and uses of that collateral. Because FASB ASC 860-30-25-5 requires that only the lender recognize
securities collateral received in its statement of net assets, it is important to
accurately identify the lender and borrower in securities lending transactions.
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8.82 The plan should disclose its policy for requiring collateral or other
security in accordance with FASB ASC 860-30-50-1A.
8.83 In accordance with FASB ASC 960-30-25-2 and 962-325-45-9, the
interest income earned and rebate interest paid as a result of securities lending
activity should be recorded on the statement of changes in net assets available
for benefits.
Note: Offsetting of Securities Lending Transactions
FASB ASC 210-20-50 enhances disclosures about certain financial instruments and derivative instruments that are either offset in accordance with
GAAP or are subject to an enforceable master netting arrangement or similar agreement. This may include additional disclosure requirements for plans
that participate in securities lending transactions. See paragraphs 8.75–.78
for further guidance.

Financial Statement Disclosures
8.84 Chapters 5, 6, and 7 contain detailed lists of financial statements
disclosures, both required and recommended, to be made for DC plans, DB
plans, and H&W plans, respectively. This section summarizes those required
disclosures that are only for plan investments. Refer to paragraphs 5.77–.94,
6.95–.114, and 7.127–.144 of this guide for a full list of disclosures.

Insurance Contracts
8.85 The policy regarding the purchase of insurance contracts that have
been excluded from plan assets and the income from those contracts for the year
should be disclosed. The plan's dividend income for the year that is related to
excluded contracts should be disclosed and, as stated in item (g) in FASB ASC
960-30-45-2, may be netted against payments to insurance entities related to
such contracts.
8.86 According to FASB ASC 965-325-35-3, insurance contracts should
be presented in the same manner as specified in the annual report filed by
the plan with certain governmental agencies pursuant to ERISA; that is, either at fair value or at amounts determined by the insurance entity (contract
value).
8.87 The current Form 5500 permits unallocated insurance contracts to
be reported at either current value or as determined on Schedule A, Insurance Information, which is contract value. This is an exception to the general
requirement of FASB ASC 965, Plan Accounting—Health and Welfare Benefit
Plans, that plan investments be presented at fair value. In accordance with
FASB ASC 965-325-35-3, plans not subject to ERISA should present insurance contracts as if the plans were subject to the reporting requirements of
ERISA.

Fair Value Measurements
8.88 See paragraphs 8.27–.33 for fair value measurement disclosures.
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Financial Instruments
8.89 FASB ASC 825-10-50-10 requires reporting entities, except for those
covered by an exemption10 for which the disclosure is optional, to disclose the
following:
a. Either in the body of the financial statements or in the accompanying notes the fair value of financial instruments for which it is
practicable to estimate fair value11
b. The method(s) and significant assumptions used to estimate the
fair value of financial instruments consistent with the requirements of "Pending Content" in item (bbb) in FASB ASC 820-1050-212 except that a reporting entity is not required to provide
the quantitative disclosures about significant unobservable inputs
used in fair value measurements categorized within level 3 of the
fair value hierarchy required by that paragraph
c. A description of the changes in the method(s) and significant assumptions used to estimate the fair value of financial instruments,
if any during the period
d. The level of the fair value hierarchy within which the fair value
measurements are categorized in their entirety (level 1, 2, or 3)
For financial instruments recognized at fair value in the statements of financial
position, the disclosure requirements of FASB ASC 820 also apply. According
to "Pending Content" in FASB ASC 825-10-50-8, financial instruments of a
pension plan other than (a) employers' and plans' obligations for pension benefits, other postretirement benefits including health care and life insurance
benefits, postemployment benefits, employee stock option and stock purchase
plans, and other forms of deferred compensation agreements, (b) insurance contracts other than financial guarantees and investment contracts, and (c) fully
benefit-responsive investment contracts held by an employee benefit plan, are
included in the scope of FASB ASC 825, Financial Instruments, and are subject
to its disclosure requirements. See paragraph 8.90 for additional disclosures
required by FASB ASC 825 relating to concentrations of credit risk. In addition,
the disclosure requirements of FASB ASC 820 may also apply.
10
According to FASB ASC 825-10-50-3, for annual reporting periods the disclosure guidance
related to fair value of financial instruments in paragraphs 10–19 of FASB ASC 825-10-50 applies to
all entities but is optional for a plan that meets all of the following criteria:

a.
b.
c.

The plan is a nonpublic entity.
The plan's total assets are less than $100 million on the date of the financial statements.
The plan has no instrument that, in whole or in part, is accounted for as a derivative
instrument under FASB ASC 815, Derivatives and Hedging, other than commitments
related to the origination of mortgage loans to be held for sale during the reporting
period. For purposes of this disclosure guidance, a receive-variable, pay-fixed interest
rate swap for which the simplified hedge accounting approach (see FASB ASC 815-20)
is applied should not be considered an instrument that is accounted for as a derivative
instrument under FASB ASC 815.

11
In accordance with FASB ASC 825-10-50-11, fair value disclosed in the notes should be
presented together with the related carrying amount in a form that makes it clear whether the fair
value and carrying amount represent assets or liabilities and how the carrying amounts relate to
what is reported in the statement of net assets available for benefits.
12
"Pending Content" in item (bbb) in FASB ASC 820-10-50-2 contains required disclosures for
fair value measurements categorized within level 2 and level 3 of the fair value hierarchy. See the
specific FASB ASC section for further details.
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8.90 FASB ASC 825-10-50-1 requires disclosure of all significant concentrations of credit risk arising from all financial instruments. In accordance with
FASB ASC 825-10-50-21, the following information should be disclosed about
each significant concentration:

r
r

r
r

Information about the (shared) activity, region, or economic characteristic that identifies the concentration
The maximum amount of loss due to credit risk that, based on
the gross fair value of the financial instrument, the entity would
incur if parties to the financial instruments that make up the
concentration failed completely to perform according to the terms
of the contracts and the collateral or other security, if any, for the
amount due proved to be of no value to the plan
The entity's policy of requiring collateral or other security to
support financial instruments subject to credit risk, information
about the entity's access to that collateral or other security, and
the nature and a brief description of the collateral or other security
supporting those financial instruments
The entity's policy of entering into master netting arrangements
to mitigate the credit risk of financial instruments, information
about the arrangements for which the plan is a party, and a brief
description of the terms of those arrangements, including the extent to which they would reduce the entity's maximum amount of
loss due to credit risk

Risks and Uncertainties
8.91 In accordance with FASB ASC 275-10-50-16, vulnerability from concentrations arises when a plan is exposed to risk of loss greater than it would
have had it mitigated its risk through diversification.
Note
Plans may hold investments and other assets (other than financial instruments for which concentrations are covered by FASB ASC 825, rather than
FASB ASC 275, Risks and Uncertainties) that are concentrated in a single
industry or in a single geographic area.
8.92 FASB ASC 275-10-50-16 states that concentrations should be disclosed if, based on information known to management before the financial
statements are issued or are available to be issued, all of the following criteria
are met: (a) the concentration exists at the date of the financial statements, (b)
the concentration makes the plan vulnerable to the risk of a near-term severe
impact, and (c) it is at least reasonably possible that the events that could cause
the severe impact will occur in the near term.

Master Trusts
8.93 See paragraphs 8.42–.47 for required and recommended disclosures
relating to master trusts.

Derivatives and Hedging Activities
8.94 See paragraphs 8.68–.78 for required disclosures relating to derivatives.
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Securities Lending
8.95 See paragraphs 8.79–8.83 for required disclosures related to securities lending activities.

Auditing Considerations for Investments
8.96 This section of the chapter discusses risk assessment and internal
control considerations and describes relevant assertions specific to plan investments. It includes examples of the more common identified risks of what
can go wrong at the relevant assertion level and example substantive audit
procedures to consider. This section does not include all risks or all generally
accepted auditing standards and procedures that could apply to such audits;
however, it does focus on considerations specific to plan investments. See paragraphs 2.22–.26 of this guide and 8.166–.173 for guidance on limited-scope
audits. The information contained in this section is helpful for understanding
the types of investments in an employee benefit plan.

Risk Assessment and Internal Control Considerations
for Investments
8.97 Plan management has the responsibility for internal control, including that which is related to investments. AU-C section 315, Understanding
the Entity and Its Environment and Assessing the Risks of Material Misstatement (AICPA, Professional Standards), addresses the auditor's responsibility
to identify and assess the risks of material misstatement in the financial statements through understanding the entity and its environment, including the
entity's internal control. Paragraph .05 of AU-C section 315 states that the
auditor should perform risk assessment procedures to provide a basis for identification and assessment of the risks of material misstatement at the financial
statement and relevant assertion levels. Paragraph .12 of AU-C section 315
states that the auditor should obtain an understanding of the types of investments that the entity is making to enable the auditor to understand the classes
of transactions, account balances, and disclosures to be expected in the financial statements. See chapters 3–4 of this guide for further discussion of audit
risk assessment and internal control relating to plans.
8.98 The purpose of the risk assessment is to evaluate the risk of material misstatement of investments and design and perform audit procedures
responsive to the assessed risk. The risk assessment procedures include inquiries of management and those charged with governance and observation,
inspection, and analytical procedures surrounding investments. Information
may be provided from a variety of sources, including knowledge about the plan
from previous audits. Inquiry alone is not sufficient; other procedures would
also need to be performed. For example, reading minutes of investment committee meetings and reviewing pertinent investment documents or reports can
provide helpful information for assessing investment risk.
8.99 In understanding the nature and risks of the investments, it is important to determine the legal structure of the arrangements, including whether
the investments are held directly by the plan (direct legal title) or through
pooled investment vehicles (for example, RICs or CCTs). It is also important
to understand whether the plan has entered into financing activities, such as
securities lending, repurchase agreements, or other financing activities.
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8.100 Risk assessment procedures the auditor may perform relating to
investments include the auditor obtaining an understanding of the relevant
activities that may be performed by the following parties:
a. Plan sponsor
b. Trustee or other asset custodian
c. Investment manager
d. Investment recordkeeper
e. External pricing service
f. Other parties involved in investing activities
8.101 Example activities that may be performed by these parties include
investing and holding plan assets; execution and processing of transactions,
as well as receiving investment income; maintaining investment records; and
providing estimates of fair value. The reports produced by these third parties
often serve as a plan's general ledger. Paragraph .19 of AU-C section 315 states
that the auditor should obtain an understanding of the information systems,
including the related business processes relevant to financial reporting. With
respect to investments, such understanding includes controls over investment
transactions from their initiation to their inclusion in the financial statements.
It may encompass controls placed in operation by the plan and by service
organizations whose services are part of the plan's information system, as well
as the key elements of the plan document and related agreements (including
investment policies, if any) related to investments.
8.102 At the account-balance or class-of-transaction level, the auditor's
objective is to obtain sufficient appropriate audit evidence regarding the risks
of material misstatement through designing and implementing appropriate responses to those risks. In accordance with paragraph .08 of AU-C section 330,
Performing Audit Procedures in Response to Assessed Risks and Evaluating the
Audit Evidence Obtained (AICPA, Professional Standards), the auditor should
test the operating effectiveness of controls if risk of material misstatement at
the relevant assertion level includes an expectation that controls are operating
effectively or substantive procedures alone cannot provide sufficient appropriate audit evidence. Therefore, if the auditor intends to rely on controls to alter
the nature, timing, and extent of substantive procedures for relevant assertions
related to benefit plan investments, the auditor should obtain audit evidence
about the operating effectiveness of controls relevant to those assertions. For
many plans, investment activities are performed by outside service providers.
Such understanding extends to the investment activities performed by the plan
sponsor.

Use of Specialists
8.103 Paragraph 2.58 of this guide describes the auditor's considerations
regarding whether specialized skills are needed in performing the audit. For
example, the auditor may need specialized skills or knowledge to plan and
perform auditing procedures for a plan that has investments that are valued
using unobservable inputs. The auditor may seek the assistance of employees of the auditor's firm or others outside the firm with the necessary skill or
knowledge. AU-C section 300, Planning an Audit (AICPA, Professional Standards), addresses situations in which the engagement team includes a member
or consults an individual or organization with expertise in a specialized area
of accounting or auditing. If information to be used as audit evidence has been
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prepared using the work of a management's specialist, then paragraph .08
of AU-C section 500, Audit Evidence (AICPA, Professional Standards), would
apply. AU-C section 620, Using the Work of an Auditor's Specialist (AICPA,
Professional Standards), addresses the auditor's responsibilities relating to
the work of an individual or organization possessing expertise in a field other
than accounting or auditing when that work is used to assist the auditor in
obtaining sufficient appropriate audit evidence. An auditor's specialist may either be employed by the auditor's firm or engaged from an external organization
outside of the auditor's firm. See chapter 2, "Planning and General Auditing
Considerations," of this guide for a discussion on the use of specialists.

Use of Service Organizations
8.104 AU-C section 315 addresses the auditor's responsibilities to obtain
an understanding of controls relevant to financial reporting. For those activities performed by an outside service provider, such as the trustee or custodian,
often, a SOC 1 report13 is available that includes a description of the controls
and relevant testing. If the client has the appropriate user controls in place,
the auditor may look to a type 2 SOC 1 report to reduce, but not eliminate, the
amount of substantive testing in those areas. In accordance with paragraph
.12 of AU-C section 402, Audit Considerations Relating to an Entity Using a
Service Organization (AICPA, Professional Standards), if the user auditor is
unable to obtain a sufficient understanding from the user entity, the user auditor should obtain that understanding by, among other things, obtaining and
reading SOC 1 report, if available. For employee benefit plans, this includes,
reading the report in detail to determine what is applicable to the specifics of
the engagement with regard to the controls that exist and how the testing was
performed, because these reports often cover different activities.
8.105 AU-C section 500 requires the auditor to consider the relevance
and reliability of information to be used as audit evidence. This requirement
extends to the information prepared by external parties when considered to
be part of the plan's books and records which are often used as the source of
the auditor's test work (for example trustee or custodian report). Paragraph
.09 of AU-C section 500 requires the auditor to consider the completeness
and accuracy of the information used as audit evidence. Consequently, if the
type 2 SOC 1 report does not address the completeness and accuracy of the
information to be used in the performance of substantive procedures, additional
procedures will likely be necessary to test the relevant assertions.
8.106 In addition, not all assertions regarding investments are covered by
a plan's investment adviser, custodian, or other service provider type 2 SOC 1
report. For example, valuation estimates are typically not covered by the type
2 SOC 1 report but the completeness and accuracy of processing estimates obtained from other sources are often covered. Consequently, to obtain sufficient
appropriate audit evidence to support the valuation assertion, in many cases,
the other substantive procedures in AU-C section 540, Auditing Accounting
Estimates, Including Fair Value Accounting Estimates, and Related Disclosures (AICPA, Professional Standards), apply when testing the methods and

13
AT section 801, Reporting on Controls at a Service Organization (AICPA, Professional Standards), provides guidance for service auditors who issue reports on the processing of transactions by
service organizations, such as bank trust departments, plan recordkeepers, and payroll processing
service organizations. Reports issued under AT section 801 will hereinafter be referred to as SOC 1
reports.
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assumptions used to estimate fair for those investments not based on quoted
market prices from active markets.
8.107 Paragraph .11 of AU-C section 402 states that the user auditor
should determine whether a sufficient understanding of the nature and significance of the services provided by the service organization and their effect
on the user entity's internal control relevant to the audit has been obtained
to provide a basis for the identification and assessment of risks of material
misstatement. This information may include whether and to what extent management has evaluated the plan's relationship with the trustee or custodian
in terms of significant recordkeeping responsibilities, financial stability, operational capabilities, and other matters pertaining to the relationship. The
following are examples of trustee or custodian controls that may be relevant to
an audit of a plan's financial statements:
a. Controls covering the receipt of, and payment for, securities, delivery of securities, and control over cash received
b. Controls for physically segregating and satisfactorily safeguarding
the plan's securities in the custodian's vaults
c. Procedures performed by the custodian's internal auditors
d. Controls over securities held in central depositories
e. Controls over receipt of investment income, including dividends
and interest

Subcustodial Arrangements
8.108 A plan may enter into subcustodial arrangements for investments
in securities with institutions both inside and outside the United States. It
is important for the auditor to obtain an understanding of the extent of intercustodial responsibilities and rights under subcustodial agreements. For
arrangements with foreign subcustodians, the auditor may consider inquiring
about the procedures undertaken by the plan's management in evaluating the
subcustodial arrangement. In accordance with AU-C section 315, other risk assessment procedures in addition to inquiry may also be required. Additionally,
the principal custodian may perform oversight procedures, particularly over
foreign subcustodians, that are relevant to the auditor when determining the
extent of audit procedures to be applied to subcustodians. The auditor may apply audit procedures to each subcustodial arrangement that is similar to those
for principal custodians if the existence assertion is not supported satisfactorily
through the other procedures listed previously.

Understanding the Plan’s Fair Value Methodology
8.109 In accordance with paragraph .12 of AU-C section 315, the auditor
should gain an understanding of the nature of the entity, including the types of
investments that the entity holds and intends to acquire to enable the auditor
to understand the classes of transactions, account balances, and disclosures to
be included in the financial statements. Accounting for fair values is one area
of financial reporting that the auditor may need to consider when obtaining
this understanding. It is important for the auditor to obtain an understanding
of the plan's process for determining fair value measurements and disclosures
and of the relevant controls sufficient to develop an effective audit approach.
Management is responsible for establishing an accounting and financial reporting process for determining fair value measurements. FASB ASC 820 defines
fair value, establishes a framework for measuring fair value, and includes
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disclosures about fair value measurements. See paragraphs 8.17–.33 for applicable accounting guidance.
8.110 The auditor's understanding of the reliability of the process used by
management to determine fair value is an important element in support of the
resulting amounts and, therefore, affects the nature, timing, and extent of audit
procedures. Most plans use external pricing services, bond dealers, or other
agents to value their portfolios. For example, for plans that hold common stock
and fixed income securities, the trustee or custodian would typically perform
the recordkeeping and accounting for investment transactions, and an external
pricing service would provide prices to the trustee or custodian for periodic
reporting. If such agents are used, it is important for the auditor to consider
whether controls maintained by the plan or pricing service provide reasonable
assurance that material pricing errors would be prevented or detected. Such
controls may include the following:
a. Testing methods used by pricing services to obtain daily quotations,
including when valuation models are used to derive such estimates
b. Verifying daily changes of each security's fair value in excess of a
stipulated percentage
c. Verifying broker quotations with other brokers on a test basis
d. Maintaining a comparison of actual sales prices with the fair value
assigned for the preceding day
e. Consideration of fair value that has not changed for a stipulated
period
f. Periodic review of pricing information by portfolio managers and
other knowledgeable officials
Note
When management's process for developing fair value estimates includes
using an external pricing specialist, procedures commonly performed by auditors can be found in paragraphs 2.88–.92 of this guide.

Relevant Controls Relating to Fair Value Estimates
8.111 AU-C section 540 addresses the auditor's responsibilities relating
to accounting estimates, including fair value accounting estimates and related
disclosures. Paragraph .A26 of AU-C section 540 states that matters the auditor
may consider in obtaining an understanding of relevant controls include, for
example, the experience and competence of those who make the accounting
estimates and controls related to
a. how management determines the completeness, relevance, and accuracy of the data used to develop accounting estimates.
b. the review and approval of accounting estimates, including the
assumptions or inputs used in their development, by appropriate
levels of management and, when appropriate, those charged with
governance.
c. the segregation of duties between those committing the entity to
the underlying transactions and those responsible for making the
accounting estimates, including whether the assignment of responsibilities appropriately takes into account the nature of the entity
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and its products or services. (For example, in the case of a large
financial institution, relevant segregation of duties may include
an independent function responsible for estimation and validation
of fair value pricing of the entity's proprietary financial products
staffed by individuals whose remuneration is not tied to such products.)
d. services provided by a service organization, if any, to provide fair
value or other accounting estimates measurements or the data
that supports the measurement. When an entity uses a service
organization, AU-C section 402 applies.
8.112 Other controls may be relevant to making the accounting estimates,
depending on the circumstances. For example, if the entity uses specific models for making accounting estimates, management may put into place specific
policies and procedures around such models. These may include, for example,
those established over
a. the design and development or selection of a particular model for a
particular purpose.
b. the use of the model.
c. the maintenance and periodic validation of the integrity of the
model.
d. security, such as controls that prevent changes to the model or data
without authorization.

Consideration of Fraud
8.113 AU-C section 240, Consideration of Fraud in a Financial Statement
Audit (AICPA, Professional Standards), addresses the auditor's responsibilities relating to fraud in an audit of financial statements. This topic is covered
in more detail in chapter 3, "Audit Risk Assessment," of this guide. In identifying risks of material misstatement due to fraud, the auditor's consideration of
the information that has been gathered in accordance with the requirements
of paragraphs .16–.24 of AU-C section 240 is helpful. Paragraph .24 of AU-C
section 240 states that the auditor should evaluate whether the information
obtained from the risk assessment procedures and related activities performed
indicates that one or more fraud risk factors are present. The auditor's identification of fraud risks may be influenced by characteristics such as the entity's
size, complexity, and ownership attributes. In accordance with AU-C section
330, the auditor should design and perform further audit procedures whose
nature, timing, and extent are responsive to the assessed risks of material misstatement due to fraud at the assertion level. Although the valuation of many
plan investments does not involve a high degree of subjectivity, certain investments in a plan's financial statements may necessitate significant judgment
(for example, real estate or venture capital). The fact that significant amounts
of investments are valued by management, either judgmentally or through valuation models, presents a number of risks that the auditors would address as
part of the fraud consideration.

Use of Agents
8.114 Although most investment activities are outsourced to organizations other than the plan sponsor, the use of agents to perform such functions
does not relieve the plan sponsor of the responsibility for overseeing the maintenance and reliability of accounting records and the fairness of the financial
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reports. The plan sponsor is responsible for periodically monitoring its investment service providers to ensure they are properly performing the agreed-upon
services. The following are examples of procedures or controls the plan sponsor
may have in place to monitor the service providers:
a. Reviewing investment and related investment activity reports provided by the service provider for completeness and reasonableness,
including classification of balances and consideration of nonexempt
transactions
b. Reviewing reconciliation of investment adviser statements to
trustee or custodial statements
c. Reviewing investment service provider performance
d. Periodically reviewing and updating service provider agreements,
including fee arrangements
e. Periodically meeting with service providers, including a discussion
of policies and practices (for example, fair value methodology, adjustments, or pricing errors)
f. Reviewing the disposition of participant complaints regarding investment transactions
g. Reviewing applicable type 2 SOC 1 reports, including user entity
considerations

Determining Audit Strategy
8.115 Auditing objectives and procedures for investments of employee
benefit plans generally are similar to investments in other organizations.
AU-C section 501, Audit Evidence—Specific Considerations for Selected Items
(AICPA, Professional Standards), addresses specific considerations by the auditor in obtaining sufficient appropriate audit evidence regarding investments
in securities and derivative instruments. Refer to the auditing considerations
and requirements of AU-C section 501, as applicable, for guidance. As noted
previously, AU-C section 540 addresses the auditor's responsibilities relating
to accounting estimates, including fair value accounting estimates and related
disclosures.
8.116 With respect to investments in derivative instruments and securities measured or disclosed at fair value, paragraph .06 of AU-C section 501
states that the auditor should
a. determine whether the applicable financial reporting framework
specifies the method to be used to determine the fair value of the
entity's derivative instruments and investments in securities and
b. evaluate whether the determination of fair value is consistent with
the specified valuation method.
8.117 If estimates of fair value of derivative instruments or securities are
obtained from broker-dealers or other third-party sources based on valuation
models, it is important for the auditor to understand the method used by the
broker-dealer or other third-party source in developing the estimate and should
consider the applicability of AU-C section 500.14 Paragraph .08 of AU-C section
14
Paragraph .08 of AU-C section 500, Audit Evidence (AICPA, Professional Standards), addresses management's specialists. See chapter 2, "Planning and General Auditing Considerations,"
of this guide for discussion on using the work of a specialist.
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501 states that if derivative instruments or securities are valued by the entity
using a valuation model, the auditor should obtain sufficient appropriate audit evidence supporting management's assertions about fair value determined
using the model.
8.118 Paragraph .04 of AU-C section 501 states that when investments
in securities are valued based on an investee's financial results, excluding
investments accounted for using the equity method of accounting, the auditor
should obtain sufficient appropriate audit evidence in support of the investee's
financial results, as follows:
a. Obtain and read available financial statements of the investee
and the accompanying audit report, if any, including determining whether the report of the other auditor is satisfactory for this
purpose.
b. If the investee's financial statements are not audited or if the audit report on such financial statements is not satisfactory to the
auditor, apply or request that the investor entity arrange with the
investee to have another auditor apply appropriate auditing procedures to such financial statements, considering the materiality
of the investment in relation to the financial statements of the
investor entity.
c. If the carrying amount of the investment reflects factors that are
not recognized in the investee's financial statements or fair values
of assets that are materially different from the investee's carrying
amounts, obtain sufficient appropriate audit evidence in support of
such amounts.
d. If the difference between the financial statement period of the entity and investee has or could have a material effect on the entity's
financial statements, determine whether the entity's management
has properly considered the lack of comparability, and determine
the effect, if any, on the auditor's report.
8.119 Fair values may be determined based on accounting estimates.
When performing risk assessment procedures and related activities to obtain
an understanding of the plan and its environment, including the plan's internal
control, paragraph .08 of AU-C section 540 states that in order to provide a basis for the identification and assessment of the risks of material misstatement
for accounting estimates, the auditor should obtain an understanding of the
requirements of the applicable financial reporting framework relevant to accounting estimates, including related disclosures; how management identifies
those transactions, events, and conditions that may give rise to the need for
accounting estimates to be recognized or disclosed in the financial statements;
and how management makes the accounting estimates and data on which they
are based, including
a. the methods, including, when applicable, the model, used in making
the accounting estimate;
b. relevant controls;
c. whether management has used a specialist;
d. the assumptions underlying the accounting estimates;
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e. whether there has been or ought to have been a change from the
prior period in the method(s) or assumption(s) for making the accounting estimates and, if so, why; and
f. whether and, if so, how management has assessed the effect of
estimation uncertainty.
8.120 The audit of a plan's investment accounts is a significant portion of
the overall audit because of the relative significance of those accounts and of
the related income accounts. In responding to the assessed risks, the auditor
should undertake one or more of the procedures as stated in paragraph .13 of
AU-C section 540. See paragraph .13 of AU-C section 540 and its applicable
application material for the specific requirements and guidance. In auditing
the investment accounts, the auditor might test various aspects of the plan's
transactions with brokers, custodians, and pricing services.
8.121 Paragraphs .A15–.A16 of AU-C section 540 state that the preparation and fair presentation of the financial statements requires management to
determine whether a transaction, an event, or a condition gives rise to the need
to make an accounting estimate and that all necessary accounting estimates
have been recognized, measured, and disclosed in the financial statements in
accordance with the applicable financial reporting framework. The auditor may
obtain an understanding of how management identifies the need for accounting estimates primarily through inquiry of management. In other cases, when
management's process is more structured, the auditor may perform risk assessment procedures directed at the methods and practice followed by management
for periodically reviewing the circumstances that give rise to the accounting
estimates and re-estimating the accounting estimate as necessary. This may
be achieved by testing the significant assumptions and underlying data used
in the valuation of the investment contracts. In addition, in accordance with
paragraph .A128 of AU-C section 540, the presentation of financial statements
in accordance with the applicable financial reporting framework includes adequate disclosure of material matters. The disclosures may include, for example,
the assumptions used; the methods of estimation used, including any applicable model(s); the basis for the selection of the method of estimation; the effect of
any changes to the method of estimation from the prior period; and the sources
and implication of estimation uncertainty. Such disclosures are relevant to
users in understanding the accounting estimates recognized or disclosed in the
financial statements, and sufficient appropriate audit evidence needs to be obtained about whether the disclosures are in accordance with the requirements
of the applicable financial reporting framework.

Use of External Confirmations
8.122 AU-C section 505, External Confirmations (AICPA, Professional
Standards), addresses the auditor's use of external confirmation procedures to
obtain audit evidence in accordance with the requirements in AU-C section 330.
External confirmation is defined as audit evidence obtained as a direct written
response to the auditor from a third party (the confirming party), either in
paper form or by electronic or other medium. Although no confirmation process
with a third party is without some risk of interception or alteration, including
the risk that the confirmation respondent will not be the intended respondent,
paragraph .A13 of AU-C section 505 states that the auditor's consideration of
the reliability of the information obtained through the confirmation process
to be used as audit evidence includes considerations of the risk that (a) the

AAG-EBP 8.120

©2016, AICPA

503

Investments

information obtained may not be from an authentic source, (b) a respondent
may not be knowledgeable about the information to be confirmed, and (c) the
integrity of the information may have been compromised. (See AICPA Audit
Guide Special Considerations in Auditing Financial Instruments.)

Considerations for Auditing the Valuation of Investments (Accounting
Ref: par. 8.17–.23)
8.123 As noted previously, AU-C section 501 addresses specific considerations by the auditor in obtaining sufficient appropriate audit evidence regarding investments in securities and derivative instruments, and AU-C section
540 addresses the auditor's responsibilities relating to accounting estimates,
including fair value accounting estimates and related disclosures. The auditor's
decisions about whether such guidance is applicable and which guidance is applicable will depend on the circumstances. The guidance in AU-C section 50015
or AU-C section 620 may be applicable if the third-party source derives the fair
value of a security by using modeling or similar techniques. For example, an
employee stock ownership plan may use an appraiser to determine the value
of nonpublicly traded common stock, or a DB plan may use an external pricing
service to determine fixed income securities using a modeling technique.
8.124 Obtaining a confirmation from the trustee, custodian, or investment manager (whether received directly or electronically) that contains fair
values does not constitute valuation testing. In circumstances in which a third
party is the fiscal agent or trustee, and the auditor determines that the nature
and extent of auditing procedures would include verifying the existence and
testing the measurement of investments held by a trust, simply receiving a
confirmation from the trustee, either in the aggregate or on an investmentby-investment basis, would not, in and of itself, constitute sufficient and appropriate audit evidence with respect to the requirements for auditing the fair
value of the investment held by the trust under AU-C section 540. In addition,
receiving confirmation from the trustee for investments in the aggregate (such
as "$XXX of total investments" or "$XXX of total investments in private equity
securities, $YYY of total investments in interests in limited partnerships, and
$ZZZ of total investments in debt securities") would not constitute sufficient
and appropriate audit evidence with respect to the existence assertion. Receiving confirmation from the trustee on an investment-by-investment basis,
however, typically, would constitute adequate audit evidence with respect to
the existence assertion. In circumstances in which the auditor is unable to audit
the existence or measurement of investments held by the trust at the financial
statement date, a scope limitation may exist. The effect on the auditor's report when there are restrictions on the scope of the audit, whether imposed by
the client or circumstances, is found in AU-C section 705, Modifications to the
Opinion in the Independent Auditor's Report (AICPA, Professional Standards).
8.125 In accordance with paragraph .06 of AU-C section 540, the auditor should obtain sufficient appropriate audit evidence to provide reasonable
assurance that fair value measurements and disclosures in the financial statements are in conformity with the applicable financial reporting framework. In
establishing the scope of his or her work and when selecting transactions for
testing, it is important to consider the increased complexity inherent in valuing
many of the new forms of investments.

15

See footnote 14.
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Investments and Related Income (Accounting Ref: par. 8.35–.37)
Relevant Assertions
8.126 The relevant assertions related to plan investments include the
following;
a. Investments and investment transactions are initiated in accordance with the established investment policies and comply with
plan provisions.
b. All investments are recorded and exist.
c. All investments are owned by the plan free of liens, pledges, and
other security interests or, if not, whether the security interests
are identified and properly disclosed.
d. All investments are valued as of the plan's year-end in accordance
with the applicable financial reporting framework.
e. Investment principal and income transactions (including net appreciation) are recorded and properly valued in accordance with
the applicable financial reporting framework.
f. Whether the plan has any intention of seeking to dispose of or
terminate any investment agreements or contracts.
g. Derivatives are properly recorded as assets or liabilities.
h. Information about investments is properly presented and disclosed.

Examples of Identified Risks of What Can Go Wrong at the Relevant
Assertion Levels
8.127 The following are examples of identified risks of what can go wrong
at the relevant assertion level for investments and investment income:
a. Investment information from the trust (custodian) statement does
not reconcile to the plan sponsor's records (trial balance), financial
statements, or other recordkeeper.
b. Investment manager or subcustodian reports do not reconcile to
trustee (custodian) reports.
c. Investment transactions are not recorded by the trustee (custodian)
or are not recorded on a timely basis.
d. Investment purchase and sale transactions are not properly authorized prior to initiation or are not in accordance with the plan
provisions or investment policies.
e. Investments recorded in the financial statements do not exist or
are not owned by the plan.
f. Gains and losses on sales of investments are calculated incorrectly.
g. Investment income is recorded at an incorrect amount.
h. Investments are not properly recorded at fair value as of the reporting date due to the use of inappropriate valuation methodologies,
mathematical errors in the application of the methodology, or inaccurate inputs.
i. Investment details (such as type of investment, name of issuer,
CUSIP, investment identification, number of shares, maturity
date, or interest rate) are incorrectly entered into the investment
management system upon purchase.
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Example Audit Procedures to Consider (All Plans)
8.128 The following are examples of substantive audit procedures relating
to all types of plan investments. As described in paragraph 8.96, the procedures
listed here are not meant to be a complete list that would be applied to all audits
and should be tailored to the specifics of each audit engagement, taking into
consideration the nature of the plan's investments:16
a. Obtaining and testing an analysis of changes in investments during
the period. The analysis ordinarily will include such information
as (i) the name of the issuer; (ii) a description of the investment,
including the number of shares of stock or shares of RICs, units of
commingled funds, par value of bonds, principal amount of mortgages, maturity date, interest rate, and collateral; (iii) cost and fair
value at the beginning and end of the period and the basis of determining the fair value; and (iv) cost of investments acquired and
proceeds from investments sold during the period.
b. Obtaining evidence regarding the existence and ownership of investments and information about any liens, pledges, or other security interests, either by direct confirmation from the trustee or
custodian or by physical count. For a plan, the auditor may confirm
securities with the trustee or custodian, including securities held on
behalf of the plan in a central securities system or similar omnibus
account or may physically examine the securities, as applicable under the circumstances. With respect to the confirmation procedure,
the trustee or custodian is legally responsible for assets held under
the trust agreement. Thus, if a plan's investments are held by a
bank's trust department, the auditor ordinarily accepts a confirmation from the bank as evidence of the existence and ownership
of the investments. The auditor may direct the confirmation request
to a third party who the auditor believes is knowledgeable about
the information to be confirmed. The auditor may obtain information regarding the trustee's responsibility and financial capability.
Procedures that the auditor may consider include
i. reviewing the trust instrument provision or other applicable agreement to determine the trustee's (custodian's)
responsibilities.
ii. determining whether the trustee (custodian) has insurance covering the plan assets under his or her control.
iii. reading recent financial statements of the trustee.
iv. implementing other confirmation procedures, such as confirmation of (see paragraph 8.122 for discussion of external
confirmations)
(1) when-issued transactions with the underwriter,
including the value of such transactions as of the
valuation date.
(2) commodity futures contracts, put or call options,
financial futures contracts, swaps, and similar

16

When deemed appropriate, these procedures may be used for audits of a directed trust.
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exchange-traded or directly negotiated (over-thecounter) derivative contracts with the clearing
broker or counterparty.
(3) forward contracts, standby commitment contracts, and repurchase agreements (with the
counterparty). For forward contracts, standby
commitments, and reverse repurchase agreements, the auditor may review the contracts or
agreements.
(4) short securities positions with the broker.
(5) borrowed or loaned securities and related collateral with the broker or counterparty.

Note
A certification provided by the trustee or custodian regarding the completeness and accuracy of the investment information does not constitute a confirmation as evidence of the existence and ownership of the investments.
When an electronic confirmation process or system is used, the auditor's consideration of the risks described in paragraph 8.122 include the consideration
of risks that the electronic confirmation process is not secure or is improperly
controlled. For further discussion about the use of electronic confirmations,
see paragraphs .A14–.A15 of AU-C section 505 and chapter 4 of AICPA Audit
Guide Special Considerations in Auditing Financial Instruments.
c. Reviewing minutes, agreements, and confirmations for evidence of
liens, pledges, or other security interest in investments.
d. Testing investment transactions by
i. determining they were properly authorized.
ii. examining brokers' advices, cash records, and other supporting documentation for the cost, selling price, quantity, identification, and dates of acquisition and disposal of
the investments.17 Because most trading functions among
investment managers, brokers, and trade settlement or
clearing organizations are automated, testing approaches
would vary depending upon the availability of online or
external documentation maintained. Most investment advisers for control and documentation retention maintain
a listing of trades executed. Often, trade details can be
traced to online records that include matching broker and
settlement confirmation. This same detail is often available in summary statements or other means that are
maintained by the investment adviser.

17
The accrual basis of accounting requires that purchases and sales of securities be recorded
on a trade-date basis. If the settlement date is after the financial statement date, however, and (a)
the fair value of the securities purchased or sold just before the financial statement date does not
change significantly from the trade date to the financial statement date and (b) the purchases or sales
do not significantly affect the composition of the plan's assets available for benefits, accounting on a
settlement-date basis for such sales and purchases is acceptable.
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Note
Type 2 SOC 1 reports for the trustee or custodian often include a description
and testing of controls surrounding investment transactions and can be useful
in determining the scope of testing in this area. Because the scope of type 2
SOC 1 reports vary, it is important for the auditor to review the type 2
SOC 1 report and consider whether the scope is appropriate given the facts
and circumstances of the plan under audit. (For example, are the types of
investments held by the plan covered by the report.)

e.
f.

g.

h.

i.

iii. comparing prices at which purchases and sales were
recorded with published market price ranges on the trade
dates.
iv. recalculating net appreciation utilizing information in i–
iii preceding (or realized and unrealized gains and losses
when such items are presented in the statement of changes
in net assets available for benefits or in the notes to the
financial statements). (See appendix A of this guide for
specific DOL rules regarding the computation of realized
gains and losses.)
Confirming with the plan's trustee, custodian, or co-trustee broker
the status of any securities that are in transit.
Testing investment income, which may include testing a sample
of dividends and interest earned during the period; applying analytical procedures;18 or a combination of both. In testing a sample
of dividends for publicly traded securities, the auditor may consult independent financial reporting services to determine the exdividend and payable dates and the rates for the securities selected
for testing. Interest payment dates and rates are also available
from such services.
Determining the extent of audit procedures when the nature and
significance of investment income comes from sources other than
dividends or interest.
Determining whether accruing investment income during the period has been properly recorded. If the investment manager's compensation is material and based on the plan's investment performance or other similar criteria, determine that the investment
performance criteria affecting such compensation have been adequately tested to serve both purposes. It may be necessary for the
plan administrator to engage a specialist as part of this procedure.
Testing the fair value of investments by reference to market quotations or other evidence of fair value, in accordance with AU-C
sections 501 or 540, as applicable. See paragraph 8.103 for a discussion on the use of specialists when valuing investments. The

18
AU-C section 520, Analytical Procedures (AICPA, Professional Standards), addresses the use
of analytical procedures as substantive procedures. If analytical procedures are used for substantive
testing, the auditor should focus his or her analytical procedures on relevant assertions related to each
material class of transactions, account balances, and disclosure and should give detailed attention to
the underlying factors that affect those areas through the development of an expectation independent
of the recorded balance. Therefore, substantive analytical procedures generally are performed with
more rigor and precision than those used for planning or overall review. See the AICPA Audit Guide
Analytical Procedures for additional information.
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following are examples of substantive audit procedures relating to
the valuation of investments:
i. Reviewing and evaluating the plan's methodology and procedures for estimating the fair value of investments, including those obtained from third-party pricing services.
ii. Determining whether the plan's methods and procedures
for estimating fair value were followed and are appropriate
for the asset being measured.
iii. Testing the underlying documentation supporting the estimates.
iv. If the investment manager's compensation is material and
based on the fair value of plan investments, determining
whether the fair value of investments has been adequately
tested for this purpose.
v. Inquiring if the plan's board of trustees, administrative
committee, or other designated party has reviewed and
approved estimates of the fair value of plan investments,
and reading supporting minutes or other documentation
vi. Testing portfolio valuations as of the date of the financial statements. The timing and extent of testing portfolio
valuations is a matter of the auditor's judgment.
vii. Testing transactions on dates selected from the period under audit for agreement with the values computed by the
plan. The extent of those tests are typically based on the
auditor's judgment after considering tolerable misstatement, the assessed risk of material misstatement, and the
degree of assurance the auditor plans to obtain.
viii. When there are no quoted prices in an active market
(1) evaluating whether the entity's method of measurement is appropriate in the circumstances.
Auditors use professional judgment when making that evaluation.
(2) obtaining an understanding of management's
rationale for selecting a particular valuation
method by discussing with management its reasons for selecting that method.
(3) determining whether management has sufficiently evaluated and appropriately applied the
criteria, if any, provided by the applicable financial reporting framework to support the selected
method.
(4) determining whether the valuation method is appropriate in the circumstances, given the nature
of the item being valued.
(5) determining whether the valuation method is appropriate in relation to the environment in which
the entity operates.
ix. In some cases, management may have determined that
different methods result in a range of significantly different estimates. In such cases, obtaining an understanding
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of how the entity has investigated the reasons for these
differences may assist the auditor in evaluating the appropriateness of the method selected. (See paragraph .A74 of
AU-C section 540.) This may include:
(1) in accordance with item (b) in paragraph .12 of
AU-C section 540, the auditor should determine
whether the methods for making the accounting estimates are appropriate and have been applied consistently and whether changes from the
prior period, if any, in accounting estimates or
the method for making them are appropriate in
the circumstances. The application of the requirements of the applicable financial reporting framework requires management to consider changes
in the environment or circumstances that affect
the entity. For example, the introduction of an
active market for a particular class of asset or
liability may indicate that the use of discounted
cash flows to estimate the fair value of such asset
or liability is no longer appropriate. If management has changed the method or assumption for
making an accounting estimate, it is important
that management can demonstrate that the new
method or assumption is more appropriate or is
responsive to such changes.
(2) testing how management made the accounting
estimate and the data on which it is based. This
may involve, for example, the following: (a) testing the extent to which data on which the accounting estimate is based is accurate, complete,
and relevant and whether the accounting estimate has been properly determined using such
data and management assumptions; (b) considering the source, relevance, and reliability of external data or information, including that received
from management's specialists, to assist in making an accounting estimate; (c) determining how
management has taken into account the effect
of events, transactions, and changes in circumstances occurring between the date that the estimate or inputs to the estimate were determined
and the reporting date if the estimate was not
made as of a date that coincides with the reporting date (for example, a valuation by an independent appraiser may be as of a different
date); (d) recalculating the accounting estimate
and reviewing, for internal consistency, information used to determine the estimate; and (e) considering management's review and approval process. (See paragraph .A69 of AU-C section 540.)
(3) evaluating whether the method used (including any applicable model) is appropriate in the
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circumstances when the applicable financial reporting framework does not prescribe the method
of measurement. It is a matter of professional
judgment. For this purpose, matters that the auditor may consider include, for example, whether
(a) management's rationale for the method selected is reasonable; (b) management sufficiently
and appropriately has evaluated and applied the
criteria, if any, provided in the applicable financial reporting framework to support the selected
method; (c) the method is appropriate, and sufficient data is available in the circumstances, given
the nature of the asset or liability being estimated
and the requirements of the applicable financial
reporting framework relevant to accounting estimates; (d) the method is appropriate with regard to the business, industry, and environment
in which the entity operates. (See paragraph .A73
of AU-C section 540.)
(4) the auditor's evaluation of the assumptions used
by management is based only on information
available to the auditor at the time of the audit. Audit procedures dealing with management
assumptions, including those used as inputs to
valuation models, are performed in the context
of the audit of the entity's financial statements,
not for the purpose of providing an opinion on
the assumptions themselves. Matters that the
auditor may consider in evaluating the reasonableness of the assumptions used by management include, for example: (a) whether individual assumptions appear reasonable; (b) whether
the assumptions are interdependent and internally consistent; (c) whether the assumptions appear reasonable when considered collectively or
in conjunction with other assumptions, either
for that accounting estimate or other accounting estimates; and (d) in the case of fair value
accounting estimates, whether the assumptions
appropriately reflect observable market assumptions (See paragraph .A79 of AU-C section 540).
In addition, matters that the auditor may consider in evaluating the reasonableness of assumptions used by management underlying fair value
accounting estimates, when applicable, may include, for example, (a) when relevant, whether
and, if so, how management has incorporated
market-specific inputs in the development of assumptions; (b) whether the assumptions are consistent with observable market conditions and
the characteristics of the asset or liability being
measured at fair value; (c) whether the sources
of market-participant assumptions are relevant
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and reliable and how management has selected
the assumptions to use when a number of different market participant assumptions exist; and
(d) when appropriate, whether and, if so, how
management considered assumptions used in, or
information about, comparable transactions, assets, or liabilities (See paragraph .A83 of AU-C
section 540).
Determining whether events occurring up to the
date of the auditor's report provide audit evidence regarding the accounting estimate may be
an appropriate response when such events are
expected to occur and provide audit evidence that
confirms or contradicts the accounting estimate
(See paragraph .A63 of AU-C section 540). Events
occurring up to the date of the auditor's report
may sometimes provide sufficient appropriate audit evidence about an accounting estimate (See
paragraph .A64 of AU-C section 540). For some
accounting estimates, events occurring up to the
date of the auditor's report are unlikely to provide audit evidence regarding the accounting estimate. For example, the conditions or events relating to some accounting estimates develop only
over an extended period. Also, because of the
measurement objective of fair value accounting
estimates, information after period-end may not
reflect the events or conditions existing at the balance sheet date and, therefore, may not be relevant to the measurement of the fair value accounting estimates (See paragraph .A65 or AU-C
section 540).
(5) Collateral often is assigned for certain types of
investments in debt instruments that are either
required to be measured at fair value or evaluated
for possible impairment. If the collateral is an important factor in measuring the fair value of the
investment or evaluating its carrying amount, it
may be necessary for the auditor, in determining
whether management has appropriately applied
the requirements of the applicable financial reporting framework, to obtain sufficient appropriate audit evidence regarding the existence; value;
rights; and access to, or transferability of, such
collateral (including consideration of whether all
appropriate liens have been filed and appropriate
disclosures have been made) (See paragraph .A56
of AU-C section 540).
j. Testing the computation of the net change in appreciation or depreciation of the fair value of investments.
k. Inquiring of the plan administrator or other appropriate parties if
they are aware of any situation in which the plan's investments or
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other transactions are not in compliance with the plan's investment
policy or other applicable agreements or violate applicable laws or
regulations.
l. Once the auditor has obtained the requisite investment information from the plan trustee, consider obtaining the same type of
information from the party named as having discretion to make
investment decisions, such as the plan administrator, the plan's
investment committee, or the plan's investment adviser (the directing party) and reviewing and reconciling the directing party's
reports (investment position and activity) with those of the trustee.
m. Reviewing subsequent events and transactions.
n. Obtaining sufficient appropriate audit evidence about whether the
disclosures in the financial statements related to accounting estimates are in accordance with the applicable financial reporting
framework. For accounting estimates that give rise to significant
risks, evaluating the adequacy of the disclosure of estimation uncertainty in the financial statements in the context of the applicable financial reporting framework. See paragraphs .19–.20 of AU-C
section 540. AU-C section 705 addresses the implications for the
auditor's opinion when the auditor believes that management's
disclosure of estimation uncertainty in the financial statements is
inadequate or misleading.

Audit Procedures for Certain Plan Investments
8.129 Although paragraph 8.128 includes audit considerations for all
types of investments, the following paragraphs include considerations for certain types of plan investments common to employee benefit plans. The investments listed in the following paragraphs are investments typically held by
employee benefit plans and are not all possible investments that could be held
by a plan.

Auditing Direct Investments in Securities
8.130 Direct investments in securities may include equities, such as common or preferred stock, or fixed income securities, such as corporate bonds,
U.S. treasury instruments, and mortgage-backed securities.
8.131 Determining valuation procedures for direct investments in securities can be challenging for plan auditors because the pricing sources and
valuation methodologies can vary based on the nature and type of investment.
For example, in a situation whereby an external pricing service is used to value
all securities for a plan, the publicly traded common stock may be valued by
the pricing service using actual prices from recent trades, but the value for the
fixed income security may be derived by the pricing service using a modeling
technique. The following are examples of audit procedures relating to direct
investments in equity and debt securities after an understanding of the pricing
sources and valuation methodologies are determined by investment type:
a. For securities listed on national exchanges or over-the-counter
markets, obtaining quoted market prices from sources such as financial publications, the exchanges, NASDAQ, or pricing services.
Quoted market prices obtained from those sources are generally
considered to provide sufficient appropriate audit evidence of the
fair value of the securities.
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b. For certain other securities not listed on national exchanges, quoted
market prices may be obtained from broker-dealers who are market
makers or through the National Quotation Bureau. However, using
such a price quote to test valuation assertions may require special
knowledge to understand the circumstances in which the quote
was developed. For example, quotations published by the National
Quotation Bureau may not be based on recent trades and may
only be an indication of interest, not an actual price for which
counterparty will purchase or sell the security.
8.132 If quoted market prices are not available for the security, estimates
of fair value frequently can be obtained from broker-dealers or other third-party
sources based on proprietary valuation models or from the entity based on internally or externally developed valuation models. For example, U.S. Treasury
securities trade at what is called "on the run" and "off the run." A recently
issued U.S. Treasury security will trade "on the run" for a period of time after
issuance and can be measured using a quoted price in an active market at the
measurement date (level 1). After the U.S. Treasury issues new securities of
the same duration, investors stop trading the earlier issue and start trading in
the newer issue. The market for the earlier issues (referred to as "off the run")
becomes inactive, and the only way to price them is by using the yield curves on
the newer issues (that is, level 2 inputs). For other fixed income securities, such
as certain residential mortgage-backed securities, estimates of fair value will
be based on valuation models. The following are examples of audit procedures
for such securities:
a. Gaining an understanding of the method used by the broker-dealer
or other third-party source in developing the estimate, and determining whether it is necessary to obtain estimates from more than
one pricing source when quoted market prices are not available
for the security. If the security is valued using a valuation model,
obtaining audit evidence to evaluate the reasonableness of the accounting estimate by performing procedures such as
i. assessing the reasonableness and appropriateness of the
model and determining whether the valuation model is
appropriate for the derivative or security to which it is applied and whether the assumptions used are reasonable
and appropriately supported. Estimates of expected future cash flows, for example, to determine the fair value of
debt securities should be based on reasonable and supportable assumptions. The evaluation of the appropriateness
of valuation models and each of the assumptions used in
the models may require considerable judgment and knowledge of valuation techniques, market factors that affect
value, and actual and expected market conditions, particularly in relation to similar derivatives and securities
that are traded. Accordingly, the auditor may consider it
necessary to involve a specialist in assessing the model.
ii. recalculating the value (for example, using a model developed by the auditor or a specialist engaged by the auditor)
to develop an independent expectation to corroborate the
reasonableness of the value calculated by the entity.
iii. comparing the fair value with subsequent or recent transactions.
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Note
Chapter 5 of AICPA Audit Guide Special Considerations in Auditing Financial Instruments contains guidance on auditing considerations when management uses a third-party pricing source, including possible approaches to
gathering evidence regarding information from third-party pricing sources.

Auditing Shares of Mutual Funds or RICs (Accounting Ref: par. 8.38)
8.133 Many employee benefit plans invest in open-ended mutual funds
or other investment companies that are registered with the SEC. RICs are
required to report their policies and financial conditions, much like a publicly
traded company. In addition, there are exchange-traded funds that are investment funds traded on a stock exchange, much like common stocks. There may
also be certain instances when a plan invests in an investment company that
is not registered with the SEC, and fair value information is not publicly available. A mutual fund, RIC, or other investment company would typically have a
prospectus or other offering document that would provide helpful information
regarding the nature and risks of the fund.
8.134 Many of the audit procedures discussed in paragraph 8.128 are applicable for mutual funds. In addition, the following are examples of substantive
audit procedures relating to mutual funds:
a. Testing the fair value of the mutual funds by comparing the per unit
values as of year-end with market quotations, if publicly available.
b. Confirming positions held by the plan with the trustee or custodian
or directly with the mutual fund's transfer agent, as applicable.
c. Examining documents approving and supporting selected investment transactions in units of participation, such as investment
committee minutes, trust agreements, or investment guidelines, if
applicable
d. Obtaining the most recently audited financial statements for the
mutual fund, if available, and
i. reading the financial statements, including the auditor's
report, and determining whether the use of NAV per share
(or its equivalent) as a practical expedient to measure fair
value, as of the plan's measurement date,19 is appropriate
under FASB ASC 820.
Note
The mutual fund's financial statements may not cover the same period covered by the plan's financial statements; they should, however, be sufficiently
recent to satisfy the plan auditor's objectives. See paragraphs 8.163–.165 for
additional information when investments are valued based on an investee's
financial results.
ii. determining whether the audit was performed by a reputable firm.
19

See FASB ASC 820-10-35-59.
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iii. determining that the audited NAV per share (or its equivalent) provides appropriate audit evidence to support the
fair value of the investment.
iv. recomputing the fair value of the investment using the
confirmed units in the fund and the audited NAV per share
(or its equivalent) of the fund.
e. Testing purchase and sale activity during the year by the agreeing
number of units bought or sold to trade tickets or other authorization and unit value to NAV published or detailed in audited
financial statements.
f. Testing dividend and capital gain distributions received by the plan
during the year by recalculating the amount based on the plan's
investment in the mutual fund and distribution rates published or
detailed in the audited financial statements.
g. If the mutual fund financial statements are not audited by an independent auditor, or the price is not publicly available, or there
is a significant gap between the date of the audited financial statements and the plan's year-end, then consider what additional procedures would need to be performed, such as investment existence
and valuation testing over the underlying assets held within the
fund or other alternative procedures. The nature and extent of such
procedures would vary, considering the risks identified.

Auditing Interests in CCTs (Accounting Ref: par. 8.39–.41)
8.135 Many employee benefit plans invest in CCTs. CCTs typically have a
trust document that describes the nature and risks of the investment. Audited
financial statements are often available for the CCTs.
8.136 An understanding of the CCT arrangement, including availability
of audited financial statements, will assist the auditor in determining how to
apply audit procedures. Many of the auditing procedures discussed in paragraph 8.128 are applicable for CCTs, and may enable the auditor to obtain
sufficient audit evidence. The following are examples of substantive audit procedures relating to CCTs that may also be necessary to be performed, if the
procedures in paragraph 8.128 are not sufficient:
a. Confirming directly with the trustee or fund adviser, as appropriate, the units of participation held by the plan.
b. Examining documents approving and supporting selected investment transactions in units of participation, such as investment
committee minutes, trust agreements, or investment guidelines, if
applicable.
c. Obtaining the most recently audited financial statements for the
CCT, if available, and
i. reading the financial statements, including the auditor's
report and determining whether the use of NAV per share
(or its equivalent) as a practical expedient to measure fair
value, as of the plan's measurement date,20 is appropriate
under FASB ASC 820.
20

See footnote 19.
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Note
The CCT's financial statements may not cover the same period covered by
the plan's financial statements; they should, however, be sufficiently recent to
satisfy the plan auditor's objectives. See paragraphs 8.163–.165 for additional
information when investments are valued based on an investee's financial
results.
ii. determining whether the audit was performed by a reputable firm.
iii. determining that the audited NAV per share (or its equivalent) provides appropriate audit evidence to support the
fair value of the investment.
iv. recomputing the fair value of the investment using the
confirmed units in the fund and the audited NAV per share
(or its equivalent) of the fund.
d. Testing purchase and sale activity during the year by agreeing
number of units bought or sold to trade tickets or other authorization and unit value to NAV provided by the investment adviser or
detailed in audited financial statements.
e. Testing distributions received by the plan during the year by recalculating the amount based on the plan's investment in the CCT and
distribution rates provided by the investment adviser or detailed
in the audited financial statements.
f. If the CCT's financial statements are not audited by an independent auditor, or there is a significant gap between the date of the
CCT's audited financial statements and the plan's year-end, considering what additional procedures would need to be performed,
such as investment existence and valuation testing over the underlying assets held in the fund or other alternative procedures. The
nature and extent of such procedures would vary considering the
risks identified. If the plan auditor is unable to apply the auditing procedures discussed in this paragraph, then there may be a
limitation on the scope of the audit. The effect on the auditor's report when there are restrictions on the scope of the audit, whether
imposed by the client or circumstances, is found in AU-C section
705.

Auditing Investments in Master Trusts (Accounting Ref: par. 8.42–.47)
8.137 Paragraphs 8.42–.47 discuss accounting for master trusts. Plan
administrators normally engage an auditor to report only on the financial
statements of individual plans. In order to obtain sufficient appropriate audit evidence regarding the plan's interest in the master trust, it is important
for the plan auditor to apply appropriate audit procedures to the net assets of
the master trust. When the same auditor examines the master trust and the
individual plans that have some or all of their assets in the master trust, it will
normally be efficient for the auditor first to apply appropriate procedures to the
master trust and then to examine how ownership is attributed to individual
plans. The relevant assertions and examples of identified risks of what can go
wrong at the relevant assertion level described in paragraphs 8.126–.127 also
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apply to the individual investments in the master trust and the activities of a
master trust in which a plan participates.
8.138 The plan auditor should perform audit procedures necessary to
obtain sufficient appropriate audit evidence to support the financial statement
assertions about plan investments held in a master trust or modify the auditor's
opinion on the financial statements in accordance with AU-C section 705.
8.139 A review of the master trust instrument or other applicable agreements and discussions with management and the service providers can provide
the auditor with an understanding regarding the methodology for allocating the
master trust interest, including gains and losses and expenses to participating
plans. The plan auditor typically performs tests of the allocation methodology
to obtain reasonable assurance that the accounting for the interest is consistent
with the instrument or management's understanding.
8.140 The following are examples of substantive audit procedures relating
to investments in a master trust:
a. Obtaining an analysis of changes in investments during the period
for the master trust and each plan's interest in the master trust.
b. Obtaining evidence regarding the existence and ownership of investments and information about any liens, pledges, or other security interests, either by direct confirmation from the trustee or
custodian or by physical count at the master trust and plan level.
A separate confirmation of investments with a broker or counterparty may be necessary for investments not held directly by the
trustee or custodian, such as derivatives or other securities.
c. Testing the fair value of the underlying investments at the master
trust level by reference to market quotations or other evidence of
fair value.
d. Testing the underlying investment transactions at the master trust
level.
e. Testing the computation of the net change in fair value of the underlying investments at the master trust level.
f. Testing investment income earned during the period and accrued
at year-end at the master trust level.
g. Testing expenses recorded at the master trust level.
h. Testing the allocation of master trust gains and losses including
expenses at the individual plan level in accordance with the allocation methodology described in the master trust or other plan
agreements.

Auditing Contracts With Insurance Companies (Accounting Ref:
par. 8.52–.67)
8.141 Plan funding products issued by an insurance company are typically established pursuant to a contract. The insurance industry refers to all
contracts issued to employee benefit plans by an insurance company as insurance contracts. For accounting purposes, these contracts may be classified
either as "insurance contracts" or "investment contracts," depending on the
contract terms. An insurance contract subjects the insurer to significant insurance risks, including, but not limited to, mortality or morbidity of plan
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participants. Many of these contracts also contain an additional element of interest rate guarantees, investment performance risk, or both. Contracts that do
not have substantial mortality or morbidity (or similar) risks are referred to as
investment contracts. Many of these types of contracts have features that are
similar to financial or investment products offered by other types of financial
institutions. The contract and supporting documentation provide information
for determining the appropriate accounting classifications and financial reporting of the contract. It is important for the auditor to read and understand the
contract in order to determine the proper accounting, auditing, and reporting.
8.142 The following are examples of substantive audit procedures relating
to contracts with insurance companies21 (to the extent they are applicable to a
particular contract):
a. Reading the contracts between the contract holder and insurance
company and evaluating whether they are investment or insurance
contracts, in accordance with paragraphs 1 and 3 of FASB ASC
960-325-35, if applicable.
b. Assessing the creditworthiness of the insurance company through
review of publicly available information, audited financial statements, or credit rating reports.
c. Confirming the following directly with the insurance company, as
applicable:
i. Contributions or premium payments made to the fund or
account during the year
ii. Interest, dividends, refunds, credits, and changes in value
and whether such amounts have been charged or credited
during the year on an estimated or actual basis
iii. The fair value of the funds in the general or separate account at the plan's year-end and the basis for determining
such value for contracts required to be reported at fair
value
iv. The amount of insurance company fees and other expenses
chargeable during the year
v. For insurance contracts with unallocated funds, annuity
purchases or benefits paid from unallocated plan assets
during the year
vi. Transfers, if applicable
d. Evaluating whether the characteristics of the contract that restrict
the use of assets requires disclosure in the financial statements
of the plan. For example, if the plan has indicated an intention
to dispose of or terminate the contract, or the contract contains
a termination clause (for example, a market value determination
adjustment), it is important for the auditor to perform sufficient
procedures either with plan representatives or the insurance company to satisfy the audit objectives identified in the foregoing with
respect to proper valuation and appropriate disclosure. Alternatively, if plan management is aware that an event has affected
21
See chapter 5, "Defined Contribution Retirement Plans," and chapter 6, "Defined Benefit
Pension Plans," of this guide for further discussion on insurance and investment contracts.
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the contract issuer that may require disclosure or, in rare circumstances, may cause plan management to conclude that reporting
the investment at a value less than contract value is appropriate,
it is important for the auditor to perform sufficient procedures to
satisfy the audit objectives identified.
8.143 The following are examples of substantive audit procedures relating to contracts in which assets are held in the insurance company's general
account (DAs and IPGs):
a. For DA contracts, evaluating the reasonableness of the interest
credited to the contracts in relation to any minimum guaranteed
interest rate stated in the contract.22
b. For IPG contracts, considering the plan administrator's conclusion
regarding the basis for recording changes in contract values to
recognize investment returns in accordance with the terms of the
contract. This conclusion is usually made by referring to investment yield data furnished to the plan by the insurance company.
Generally, this evaluation would sufficiently satisfy the auditor regarding the aggregate investment income credited to the contract.
If the amount of investment yield credited to the contract, based on
current investment returns, does not appear reasonable, the auditor may apply additional procedures, such as making inquiries of
the insurance company regarding its compliance with the method
required under the terms of the contract for computing investment
return. In the event that the plan auditor is unable to obtain assurance about the reasonableness of the rate of investment return
credited, the auditor may consider asking the plan administrator
to contact the insurance company to arrange for the insurer's independent auditor to perform agreed-upon procedures and issue
a report thereon. (See AT section 201, Agreed-Upon Procedures
Engagements [AICPA, Professional Standards].) Those procedures
would be applied to the insurance company's determination of investment returns in accordance with the contract.
c. Determining that annuity purchases were made on the basis of
rates stipulated in the contract. If annuities are not purchased,
and benefits are paid directly from the fund, benefit payments may
be tested in accordance with the auditing procedures discussed in
paragraph 8.128.
d. Reading the financial statements or obtaining the credit rating of
the insurance company.
e. Evaluating whether expenses charged to the contract by the insurance company are in accordance with the insurance contract or are
otherwise authorized by the plan.
f. For contracts required to be reported at fair value, it is common for
the plan sponsor to utilize the insurance company to assist in determining the value. Various methodologies are used in practice in
determining fair value for an insurance contract (for example, discounted cash flows or other modeling techniques). Management has
22
The plan auditor need not apply auditing procedures to the experience fund of a typical deposit
administration account or any similar fund that is used by the insurance company to determine a
discretionary dividend or rate credit under the contract.
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a responsibility to assess the reasonableness and appropriateness
of the valuation methods used by the insurance company in determining fair value to ensure they are in accordance with FASB ASC
820. The auditor performs testing of the fair value of the contracts
by reference to applicable evidence of fair value, in accordance with
AU-C section 540. (See paragraph 8.103 for guidance when using
the work of a specialist relating to the valuation of investments.)
The following are example audit procedures for contracts valued
using a model:
i. Assessing the reasonableness and appropriateness of the
model and the assumptions (for example, cash flows and
interest rates). The auditor may consider it necessary to
involve a specialist in assessing the model.
ii. Calculating the value (for example, using a model developed by the auditor or a specialist engaged by the auditor)
to develop an independent expectation to corroborate the
reasonableness of the value calculated by the entity.
Note
In certain situations, the insurance company may be unable or unwilling to
provide fair value for the contracts or will assert that contract value equals
fair value. As it is management's responsibility to determine fair value for
these contracts, management may gain an understanding of the valuation
methodology in more detail and assess, based on the terms of the contract
and the valuation techniques, if fair value is appropriately determined or
consider engaging an outside valuation specialist.
8.144 The following are examples of substantive audit procedures relating
to insurance contracts in which investments are made in separate accounts:
a. For investments in which assets are held in individual separate
accounts, and the unit of account is deemed to be at the underlying asset level,23 include the individual investment transactions
and documents that provide support for those transactions and
consider the auditing procedures in paragraph 8.128. The relevant
assertions and examples of identified risks of what can wrong at the
relevant assertion level described in paragraphs 8.126–.127 apply
to individual assets and activity for separate-separate accounts. If
the plan auditor is unable to apply the auditing procedures discussed in such paragraphs, then there may be a limitation on the
scope of the audit. The effect on the auditor's report when there
are restrictions on the scope of the audit, whether imposed by the
client or circumstances, is found in AU-C section 705. In addition,
these investments would be considered individual investments for
purposes of reporting on Form 5500, Schedule H, line 4i—Schedule
of Assets (Held at End of Year), and line 4j—Schedule of Reportable
Transactions.
23
An individual separate account is a separate account in which only one plan participates. Also
referred to as a separate-separate account, a pooled separate account is a separate account in which
several plans participate.
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b. For investments in PSAs, the unit of account is the plan's units
of participation in the pooled account. An understanding of the
PSA arrangement, including availability of audited financial statements, will assist the auditor in determining how to apply the procedures. Many of the auditing procedures discussed in paragraph
8.128 are applicable to PSAs, and may enable the auditor to obtain
sufficient audit evidence. The following are examples of substantive
audit procedures relating to PSAs that may also be necessary to be
performed, if the procedures in paragraph 8.128 are not sufficient:
i. Confirming directly with the insurance company the units
of participation held by the plan.
ii. Examining documents approving and supporting selected
investment transactions in units of participation, such as
investment committee minutes, trust agreements, or investment guidelines, if applicable
iii. Obtaining the most recently audited financial statements
for the PSA, if available, and
(1) reading the financial statements, including the
auditor's report, and determining whether the
use of NAV per share (or its equivalent) as a practical expedient to measure fair value of the PSA,
as of the plan's measurement date,24 is appropriate under FASB ASC 820.
Note
The PSA's financial statements may not cover the same period covered by the
plan's financial statements; they should, however, be sufficiently recent to
satisfy the plan auditor's objectives. See paragraphs 8.163–.165 for additional
information when investments are valued based on an investee's financial
results.
(2) determining whether the audit was performed by
a reputable firm.
(3) determining that the audited NAV per share (or
its equivalent) provides appropriate audit evidence to support the fair value of the investment.
(4) recomputing the fair value of the investment using the confirmed units and the audited NAV per
share (or its equivalent) of the PSA. Note: The
PSA agreements can provide information regarding the calculation of NAV and expenses charged
to determine each plan's participating interest.
c. Testing purchase and sale activity during the year by agreeing the
number of units bought or sold to trade tickets or other authorization and unit value to NAV provided by the insurance company or
detailed in audited financial statements.

24

See footnote 19.
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d. Testing distributions received by the plan during the year by recalculating the amount based on the plan's investment in the PSA and
distribution rates provided by the insurance company or detailed
in the audited financial statements.
8.145 If the PSA's financial statements have not been audited, or there is a
significant gap between the date of the PSA's audited financial statements and
the plan's year-end, the procedures in paragraph .04 of AU-C section 501 may
be appropriate. If the plan auditor is unable to apply the auditing procedures
discussed in paragraphs 8.128 and 8.144, there may be a limitation on the scope
of the audit. The effect on the auditor's report when there are restrictions on
the scope of the audit, whether imposed by the client or circumstances, is found
in AU-C section 705.

Derivatives and Hedging Activities (Accounting Ref: par. 8.68–.78)
8.146 AU-C section 501 addresses specific considerations by the auditor
in obtaining sufficient appropriate audit evidence regarding certain aspects of
investments in securities and derivative instruments. This includes guidance
related to investments in securities and derivative instruments measured or
disclosed at fair value. In addition, AICPA Audit Guide Special Considerations
in Auditing Financial Instruments provides additional information on implementing AU-C section 501.
8.147 Employee benefit plans that use derivatives to manage risk are involved in hedging activities. Hedging is a risk alteration activity that attempts
to protect the employee benefit plan against the risk of adverse changes in the
fair values or cash flows of assets, liabilities, or future transactions.
8.148 In order to determine the auditing procedures, it is important to
gain an understanding regarding the nature, use, and method of trading (for
example, exchange or over-the-counter) for the plan's derivatives, and how the
fair value of the derivative is determined by management. For example, certain
derivatives may have a quoted market price (exchange-traded derivatives),
but fair value for other more complex derivatives may be based on a model.
Examples of valuation models include the present value of expected future cash
flows, option-pricing models, matrix pricing, option-adjusted spread models,
and fundamental analysis.
Note
Identifying whether a plan holds derivatives can be difficult because the
derivative positions are often not clearly identified in the custodial statements. Review of pertinent agreements and minutes of meetings, as well as
inquiries with treasury groups and investment managers or others knowledgeable about the plan's investing activities, can be helpful in identifying
when a plan engages in derivative activities.
8.149 The auditor's consideration of materiality is a matter of professional
judgment and is influenced by the auditor's perception of the needs of users of
financial statements. Materiality judgments are made in light of surrounding
circumstances and involve both quantitative and qualitative considerations,
as necessary. Quantitative information to consider relating to derivatives may
include the derivative positions at year-end on the statement of net assets
available for benefits and the gains or losses or investment income or loss
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related to derivatives on the statement of changes in net assets available for
benefits. Qualitative information may include considerations regarding the
nature or risk of the investments.
Note
Utilizing the net unrealized gains or losses on positions at year-end as the only
measure of materiality for derivatives can result in other key quantitative and
qualitative measures being overlooked. For example, the variation margin on
futures at year-end may not be significant; however, the activity during the
year and balances at year-end could be significant.
8.150 The following are examples of substantive audit procedures relating
to derivative instruments and hedging activities:
a. Obtaining a listing of derivatives from the plan, including activity during the year (and reconcile to confirms and other detailed
reports)
b. Confirming existence of derivatives with the counterparty
c. Confirming with the holder of the security, including securities in
electronic form, or with the counterparty to the derivative
d. Confirming settled and unsettled transactions with the brokerdealer or counterparty
e. Physically inspecting the security or derivative contract
f. Reading executed partnership or similar agreements
g. Inspecting underlying agreements and other forms of supporting
documentation (in paper or electronic form)
h. Inspecting supporting documentation for subsequent realization or
settlement after the end of the reporting period
i. Inspecting financial instruments and other agreements to identify
embedded derivatives
j. Inspecting documentation in paper or electronic form for activity
subsequent to the end of the reporting period
k. Reading other information, such as minutes of meetings of the
board of directors or finance, asset or liability, investment, or other
committees
l. Recalculating gains and losses on derivatives closed out during the
year
m. Vouching derivative payments and receipts during the year
n. Obtaining the basis for determining fair value of derivatives and
testing valuation assertions as further described subsequently
8.151 Tests of valuation assertions are based on the valuation method
used. Quoted market prices for derivatives listed on national exchanges or
over-the-counter markets are available from sources such as financial publications, the exchanges, NASDAQ, or pricing services that base their quotes on
those sources. Quoted market prices obtained from these sources generally are
considered to provide sufficient evidence of the fair value of the derivatives. For
certain other derivatives, quoted market prices may be obtained from brokerdealers who are market makers in them or through the National Quotation
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Bureau. However, using such price quotes to test valuation assertions may
require special knowledge to understand the circumstances in which the quote
was developed.
8.152 If quoted market prices are not available for a derivative or security,
estimates of fair value frequently can be obtained from broker-dealers or other
third-party sources based on proprietary valuation models or from the entity
based on internally or externally developed valuation models. If derivative
instruments or securities are valued by the entity using a valuation model,
the auditor should, in accordance with paragraph .07 of AU-C section 501,
understand the method used by the broker-dealer or other third-party source
in developing the estimate (for example, whether a pricing model or cash flow
projection was used). In addition, AU-C section 500 may apply.
8.153 For fair value estimates obtained from broker-dealers and other
third-party sources, the guidance in AU-C section 500,25 620, or 402 may apply.
The auditor's decision about whether such guidance is applicable and which
guidance is applicable will depend on the circumstances. The guidance in AU-C
section 500 or 620 may be applicable if the third-party source derives the fair
value of the derivative or security by using modeling or similar techniques. See
chapter 2 of this guide for a detailed discussion on using the work of a specialist.
If the entity uses an external pricing service to obtain prices of securities and
derivatives, the entity providing the pricing service may be considered a service
organization, and the guidance in AU-C section 402 may be appropriate.
8.154 If derivative instruments are valued by the entity using a valuation
model, the auditor should obtain sufficient appropriate audit evidence supporting management's assertions about fair value determined using the model, in
accordance with paragraph .08 of AU-C section 501. The following are examples of substantive audit procedures relating to derivative instruments when
a valuation model is used to value such investments:
a. Assessing the reasonableness and appropriateness of the model.
b. Determining whether the valuation model is appropriate for the
derivative or security to which it is applied and whether the assumptions used are reasonable and appropriately supported. The
evaluation of the appropriateness of valuation models and each
of the assumptions used in the models may require considerable
judgment and knowledge of valuation techniques, market factors
that affect value, and actual and expected market conditions, particularly in relation to similar derivatives and securities that are
traded. Accordingly, it may be necessary for the auditor to involve
a specialist in assessing the model.
c. Calculating the value (for example, using a model developed by
the auditor or a specialist engaged by the auditor) to develop an
independent expectation to corroborate the reasonableness of the
value recorded by the entity.
d. Comparing the fair value with subsequent settlement or recent
transactions.
8.155 If the determination of fair value requires the use of estimates, see
AU-C section 540.
25
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Auditing Alternative Investments
8.156 Alternative investments can present challenges with respect to obtaining sufficient appropriate audit evidence in support of the existence and
valuation assertions when they do not have a readily determinable fair value
or when there is limited investment information provided by fund managers.
8.157 When auditing alternative investments, it is important to understand the plan sponsor's process related to valuation. This includes, but is
not limited to, determining the nature of the underlying investments, understanding how often plan management interacts with fund manager(s) of such
investments, the availability of audited financial statements for such investments, and type 2 SOC 1 reports on the determination of unit values of such
investments. Obtaining a confirmation from the trustee, custodian, or investment manager that contains fair values does not constitute valuation testing.
8.158 Auditors need to determine that they have obtained sufficient appropriate audit evidence to support the existence and valuation assertions related
to alternative investments. In the event that such evidence is not obtained,
consideration of modifications to the audit opinion may be required.
8.159 An entity may have an investment in a hedge fund that is reported
at fair value but for which a readily determinable fair value does not exist. Further, the hedge fund may own interests in investments in limited partnerships
or other private equity securities for which a readily determinable fair value
does not exist. An auditor may accumulate audit evidence relative to the existence assertion through confirmation with the hedge fund, examination of legal
documents, or other means. In confirming existence, the auditor may request
the hedge fund to indicate or confirm the fair value of the entity's investment
in the hedge fund, including the fair value of investments held by the hedge
fund. In some circumstances, the hedge fund will not provide detailed information about the basis and method for measuring the entity's investment in the
hedge fund nor will it provide information about specific investments held by
the hedge fund.
8.160 The following are examples of substantive audit procedures relating
to other types of investments that may be performed to accumulate evidence
for relevant assertions:
Real Estate
a. Examining closing and other documents supporting the cost of the
real estate.
b. Examining deeds, title policies, encumbrances, and other evidence
related to ownership.
c. Testing fair value. If an outside valuation specialist has been engaged by either management or the auditor (such as a real estate
appraiser), paragraph .08 of AU-C section 500 or paragraph .09 of
AU-C section 620, as applicable, applies, with regard to performing
appropriate tests of the accounting data provided to the specialist
and reviewing the specialist's competence, capabilities, and objectivity. See chapter 2 of this guide for a discussion on the use of
specialists.
d. Examining current-year tax bills and relating them to property
descriptions under item (b).
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e. Testing investment income from real estate, such as rents, and
payments of related expenses, such as taxes and maintenance.
f. Inquiring whether the plan's investments or other transactions violate applicable laws or regulations. (See appendix A of this guide
for a discussion of party in interest and reportable transactions
under ERISA. Additionally, real estate lease agreements may be
with plan sponsors; therefore, related party disclosure may be necessary.)
Loans, Loan Participations, and Loan Assignments
a. Examining supporting documents, including notes, mortgages,
deeds, insurance policies, and loan agreements with agency (or
sponsoring) institutions.
b. Confirming selected loans and mortgages with borrowers or agency
banks in the case of loan participations and loan assignments.
c. Testing the fair value, including the extent of collateral, if any.
d. Testing to see that interest is properly recorded.
e. Inquiring whether the plan's investments or other transactions
violate applicable laws or regulations. (See appendix A of this guide
for a discussion of party in interest and reportable transactions
under ERISA.)
Note
See chapter 5 of this guide for a discussion on accounting and auditing considerations relating to participant loans.
Alternative Investments (Such as Limited Partnerships, Hedge Funds,
Offshore Partnerships, Private Equity, or Venture Capital Funds)
a. Obtaining confirmation of the plan's holdings in the alternative
investments from the investment manager or adviser (including
activity during the year and percentage ownership). Confirmations
should include a request to provide a listing of all underlying investments held. Note: Confirmation does not constitute adequate
audit evidence regarding valuation.
b. Obtaining a copy of audited financial statements for the alternative investment and year-end capital allocation schedule from
the investment manager or adviser and relating reasonableness of
the alternative investment value reported in the financial statements and allocation schedule to the alternative investment value
recorded by the participating plan, including fair value, purchases
and sales value, income earned, and income accrued.
c. Examining documents approving and supporting selected investment purchase and sale transactions (such as, subscription and
redemption documentation, investment agreement, and minutes
of meeting).
d. If the alternative investment is not audited by an independent
auditor or if the independent auditor's report on the alternative investment is not satisfactory, applying further auditing procedures
that may include
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i. obtaining a copy of the alternative investment holdings
and inquiring of management regarding the methods for
valuation.
ii. obtaining copy of the appraisal (refer to AU-C section 50026
or 620, as applicable) or performing valuation procedures.
iii. obtaining an understanding of the alternative investment
controls and assessing control risk relating to the alternative investment (may be achieved through review of a
SOC 1 report, if available)

Note
Often, the trustee or custodian does not have timely or accurate information regarding the amount and valuation of the plan's investment in the
alternative investment. For nonpublicly traded stock and employer securities, features could affect valuation, such as restrictions on sales for "lock-up"
periods.
e. Obtaining an analysis of changes in investments during the period.
f. Obtaining evidence regarding the existence and ownership of investments either through confirmation from the trustee or custodian or by physical count.
g. Reviewing minutes, agreements, and confirmations for evidence of
liens, pledges, or other security interest in investments.
h. Performing tests of investment transactions, that may include
i. determining that they were properly authorized.
ii. examining cash disbursement records or other supporting
documentation for the historical cost or selling price, quantity, identification, and date of acquisition and disposal.
iii. agreeing prices at which purchases and sales were
recorded to supporting evidence (including information
provided by an outside specialist, if applicable) for price
ranges on the trade dates.
iv. checking the computation of the net change in appreciation or depreciation.
i. Testing the fair value of investments, in accordance with AU-C
section 501 or 540, as applicable. If an outside valuation specialist
has been engaged, perform appropriate tests of the accounting data
provided to the specialist. Review the specialist's competence, capabilities, and objectivity in accordance with paragraph .08 of AU-C
section 500 or paragraph .09 of AU-C section 620, as applicable.
See chapter 2 of this guide for a discussion on the use of specialists.
j. Inquiring whether the plan's investments or other transactions
violate applicable laws or regulations.

26
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8.161 Also, see AU-C section 501, AICPA Audit Guide Special Considerations in Auditing Financial Instruments, and paragraphs 8.163–.165 for further guidance on auditing investment values based on an investee's financial
results.

Auditing Securities Lending Activities (Accounting Ref: par. 8.79–.83)
8.162 The following are examples of substantive audit procedures relating
to securities lending:

r
r
r

r
r

Reviewing the plan document and investment policies for a description of securities lending activities
Inquiring and testing, as applicable, whether securities lending
activities are in accordance with plan provisions or agreements
Reviewing the confirmation or certification from the trustee (custodian) to identify
—

securities on loan

—

collateral received (either cash or securities)

—

if the plan received cash, the securities for which the cash
collateral was invested

Testing the valuation of securities on loan and collateral received
(either cash or securities)
Testing that securities lending income was recorded accurately
and in the proper period

Investments in Securities That Are Valued Based on the Investee’s
Financial Results
8.163 Throughout this guide, circumstances are discussed in which the
plan auditor may use the work of another auditor regarding plan investments.
For example, the plan auditor may use the report of the independent auditor
of the financial statements of an investment for which the plan uses NAV
as a practical expedient or a separate account to obtain assurance regarding
significant amounts of the plan's assets.
8.164 Under AU-C section 600, Special Considerations—Audits of Group
Financial Statements (Including the Work of Component Auditors) (AICPA,
Professional Standards), the auditor is required to identify whether an entity
has components. Paragraph .A2 of AU-C section 600 states that an investment
accounted for under the equity method constitutes a component for purposes of
AU-C section 600. AU-C section 600 does not specifically identify what other, if
any, types of investments may be considered components under the definition
in that section. Generally, the investments held by an employee benefit plan
are required to be accounted for at fair value, with limited exceptions, and
do not constitute a component, as defined under AU-C section 600; therefore,
AU-C section 600 would not apply.
8.165 As discussed in paragraph 8.25, paragraphs 59–62 of FASB ASC
820-10-35 permit a reporting entity to estimate the fair value of an investment
using the NAV per share of the investment (or its equivalent) if certain criteria
are met. When an entity elects to use NAV as a practical expedient, paragraph
.04 of AU-C section 501 generally applies because it addresses situations when
investments in securities are valued based on an investee's financial results,
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excluding investments accounted for using the equity method of accounting.
See paragraph 8.118 for a discussion of paragraph .04 of AU-C section 501.

Limited-Scope Auditing Procedures
8.166 As discussed in paragraphs 2.22–.26 of this guide, the audit may be
restricted with respect to assets held and transactions executed by certain institutions. In an ERISA limited-scope audit, the plan administrator can instruct
the auditor to limit the scope of testing on investment information prepared
and certified by a qualifying institution as complete and accurate. The scope
limitation and corresponding limitation of the auditor's work extend only to
investments and related investment information certified by the qualifying institution. Plan investments not held by a qualifying institution, such as real
estate, leases, mortgages, self-directed brokerage accounts, participant loans,
and any other investments or assets not covered by such an entity's certification
should be subjected to appropriate audit procedures. Moreover, the appropriate audit procedures for all noninvestment-related information (for example,
benefit payments, employer or employee contributions, and receivables) are the
same for a limited-scope audit as for a full-scope audit.
8.167 If a limited-scope audit is to be performed on a plan funded under
a master trust arrangement or other similar vehicle, separate individual plan
certifications from the qualifying institution would need to be obtained for the
allocation of the assets and the related income activity to the specific plan.
8.168 When the auditor is instructed by the plan administrator to perform a limited-scope audit, the auditor has no responsibility to obtain an understanding of internal control maintained by the certifying institution over
investments held and investment transactions executed for the plan or to assess control risk associated with assets held and transactions executed by the
institution. The auditor's responsibilities for any investments covered by the
limited-scope exception are to (a) obtain and read a copy of the certification
from the plan administrator; (b) determine whether the entity issuing the certification is a qualifying institution under DOL regulations; (c) compare the
investment information certified by the plan's trustee or custodian to the financial information contained in the plan's financial statements and related
disclosures; (d) perform the necessary procedures to become satisfied that any
received or disbursed amounts (for example, contributions and benefit payments) reported by the trustee or custodian were determined in accordance
with the plan provisions; and (e) determine whether the form and content of the
financial statement disclosures related to the investment information prepared
and certified by a qualifying institution are in accordance with GAAP and in
compliance with DOL rules and regulations. When performing a limited-scope
audit, the auditor has no responsibility to test the accuracy or completeness of
the investment information certified by the qualifying institution.
8.169 Although the auditor is not required to audit certain investment
information when the limited-scope audit exception is applicable, if the auditor becomes aware that the certified information is incomplete, inaccurate,
or otherwise unsatisfactory, further inquiry may be necessary, which might
result in additional testing or modification to the auditor's report. In certain
instances, a limited-scope audit may no longer be appropriate. In addition, see
the table in paragraph 11.76 of this guide for guidance when it comes to the
auditor's attention that the required supplementary schedules are omitted, do

©2016, AICPA

AAG-EBP 8.169

530

Employee Benefit Plans

not contain all required information, or contain information that is inaccurate
or inconsistent with the financial statements.
8.170 If, for example, the auditor becomes aware that adequate year-end
valuation procedures have not been performed, and, therefore, the financial
statements may not be prepared in accordance with GAAP, it is important
for the auditor to communicate those findings to the plan administrator. It is
the plan administrator's responsibility to prepare the financial statements and
footnote disclosures in conformity with GAAP and in compliance with DOL
rules and regulations. Accordingly, the plan administrator may request the
trustee or custodian to recertify or amend the certification
a. for such investments at their appropriate year-end values or
b. to exclude such investments from the certification.
8.171 If the trustee or custodian amends the certification to exclude such
investments from the certification, the plan administrator is responsible for
valuing such investments as of the plan year-end and engaging the auditor
to perform full-scope audit procedures on the investments excluded from the
certification.
8.172 If the certification is not amended, it is the plan administrator's
responsibility to determine whether the financial statements and note disclosures related to such investment information are prepared in accordance with
GAAP and in compliance with DOL rules and regulations. The following is an
illustrative limited-scope audit report27 for when the plan investments have
been certified, and the plan administrator was unable to determine whether
the investment information is valued in accordance with GAAP. However, this
form of report is not appropriate if the plan administrator has information that
causes the auditor to believe that the investment information is not valued in
accordance with GAAP.28
8.173 The following illustrative report includes an emphasis-of-matter
paragraph because plan management does not have adequate procedures to
properly value certain investments as of year-end, and the effects on the financial statements and supplemental schedules of not applying adequate procedures to determine the fair value of these investments has not been determined:
Circumstances include the following:

r
r
r

A standard limited-scope auditor's report for 401(k) plan financial
statements prepared in accordance with GAAP.
The plan presents comparative statements of net assets available for
benefits and a single-year statement of changes in net assets available
for benefits.
The plan administrator limits the scope of the audit, as permitted by
29 CFR 2520.103-8 of the DOL's Rules and Regulations for Reporting
and Disclosure under ERISA.

27
Generally, the Department of Labor will reject Form 5500 filings that contain qualified opinions, adverse opinions, or disclaimers of opinion other than those issued in connection with a limitedscope audit pursuant to Title 29 U.S. Code of Federal Regulations Part 2520.103-8 or -12.
28
AU-C section 705, Modifications to the Opinion in the Independent Auditor's Report (AICPA,
Professional Standards), requires the auditor to disclose any material modifications from generally
accepted accounting principles.

AAG-EBP 8.170

©2016, AICPA

r
r

Investments

531

The auditor follows AU-C section 720 relating to the supplemental
schedules and chooses to disclaim an opinion on the supplemental
schedules.
Plan management does not have adequate procedures to properly
value certain investments as of year-end, and the effects on the financial statements and supplemental schedules of not applying adequate
procedures to determine the fair value of these investments have not
been determined; therefore, the auditor has included an emphasis-ofmatter paragraph in the auditor's report to communicate this matter.
Independent Auditor's Report
[Appropriate Addressee]
Report on the Financial Statements
We were engaged to audit the accompanying financial statements of
XYZ 401(k) Plan, which comprise the statements of net assets available for benefits as of December 31, 20X2 and 20X1, and the related
statement of changes in net assets available for benefits for the year
ended December 31, 20X2, and the related notes to the financial statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation
of these financial statements in accordance with accounting principles
generally accepted in the United States of America; this includes the
design, implementation, and maintenance of internal control relevant
to the preparation and fair presentation of financial statements that
are free from material misstatement, whether due to fraud or error.
Auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based on conducting the audit in accordance with auditing
standards generally accepted in the United States of America. Because of the matters described in the Basis for Disclaimer of Opinion
paragraph, however, we were not able to obtain sufficient appropriate
audit evidence to provide a basis for an audit opinion.
Basis for Disclaimer of Opinion
As permitted by 29 CFR 2520.103-8 of the Department of Labor's
Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974, the plan administrator instructed us not to perform, and we did not perform, any auditing
procedures with respect to the information summarized in Note X,
which was certified by ABC Bank, the trustee (or custodian)29 of the
Plan, except for comparing such information with the related information included in the financial statements. We have been informed
by the plan administrator that the trustee (or custodian)30 holds the
Plan's investment assets and executes investment transactions. The
plan administrator has obtained a certification from the trustee (or

29

The words in this sentence may be modified when the assets are certified by an insurance

entity.
30

See footnote 28.
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custodian)31 as of December 31, 20X2, and 20X1, and for the year
ended December 31, 20X2, that the information provided to the plan
administrator by the trustee (or custodian) is complete and accurate.
Disclaimer of Opinion
Because of the significance of the matter described in the Basis for
Disclaimer of Opinion paragraph, we have not been able to obtain
sufficient appropriate audit evidence to provide a basis for an audit
opinion. Accordingly, we do not express an opinion on these financial
statements.
Emphasis of Matter
Department of Labor Rules and Regulations and generally accepted
accounting principles require plan investments to be valued at fair
value as of the end of the Plan year. As described in Note X, Plan
management does not have adequate procedures to properly value
certain investments as of yearend and therefore these investments
may not be presented in compliance with Department of Labor Rules
and Regulations or in accordance with generally accepted accounting
principles. The effects on the financial statements and supplemental
schedules of not applying adequate procedures to determine the fair
value of these investments has not been determined. Our disclaimer
of opinion is not modified with respect to this matter.
Other Matter
The supplemental schedules [identify schedules] as of or for the year
ended December 31, 20X2, are required by the Department of Labor's
Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974 and are presented for
the purpose of additional analysis and are not a required part of the financial statements. Because of the significance of the matter described
in the Basis for Disclaimer of Opinion paragraph, we do not express
an opinion on these supplemental schedules.
Report on Form and Content in Compliance With Department
of Labor Rules and Regulations
The form and content of the information included in the financial
statements and supplemental schedules, other than that derived from
the information certified by the trustee (or custodian),32 have been audited by us in accordance with auditing standards generally accepted
in the United States of America and, in our opinion, are presented
in compliance with the Department of Labor's Rules and Regulations
for Reporting and Disclosure under the Employee Retirement Income
Security Act of 1974.
[Signature of Firm]
[City and State]
[Date]

31
32

See footnote 28.
See footnote 28.
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Chapter 9

Plan Tax Status
9.01 This chapter discusses the tax status of employee benefit plans. Retirement and certain welfare plans are granted special tax status for the contributions and earnings on plan investments to be exempt from taxation. It is
important for the plan sponsor to protect that exemption and otherwise not
subject the plan or its participants to any challenge to such tax exemption (for
instance, when the plan engages in a transaction that would violate the plan's
tax status). A trust established under an employee benefit pension or welfare
plan ordinarily is qualified under the IRC as exempt from federal income taxes.
This section is not intended to cover all aspects of the plan's tax status, and
plan sponsors would need to consult with their Employee Retirement Income
Security Act of 1974 (ERISA) counsel or internal legal counsel for additional
guidance.
9.02 The financial statements of an employee benefit plan generally have
no accrued income tax liability or provision for income tax expense, except when
there is unrelated business taxable income (UBTI). (See paragraphs 9.14–.24.)
Plans must be designed and operated in accordance with IRC requirements in
order to maintain their tax-exempt status. For qualified retirement plans, these
are the provisions of IRC Section 401(a) and related IRC sections. A 403(b) plan
is subject to some, but not all, of the same standards as a qualified retirement
plan. A tax-exempt welfare benefit plan is subject to the specific requirements
of the IRC section that is the basis of their exemption: IRC Section 501(c)(9) for
voluntary employee beneficiary associations (VEBAs), IRC Section 501(c)(17)
for supplemental unemployment benefits, and IRC Section 501(c)(21) for black
lung benefits.
9.03 To evidence tax-exempt status, a qualified retirement plan may obtain a determination letter, rely on the opinion letter issued to the sponsor of a
prototype plan, or rely on the advisory letter issued to the sponsor of a volume
submitter plan. Currently, there is no similar determination letter program for
403(b) plans. Welfare plans claiming tax-exempt status must request approval
of the IRS. There is no requirement to receive an individual determination letter to claim tax-exempt status. The existence of a favorable determination letter
does not, in and of itself, serve as evidence that the plan is qualified. Determination letters provide evidence that the plan, at the time of the issuance of the
determination letter, was designed in accordance with applicable IRC requirements. However, all tax-exempt plans must comply with certain compliance
requirements to retain their tax-exempt status and, when required, amend the
plan for changes in regulations. The types of compliance requirements vary by
the type of plan and are often described in the plan document. For example, for
a qualified retirement plan, there are coverage, discrimination, and maximum
benefit limitation tests. Nevertheless, the auditor of an employee benefit plan
should be aware of the possibility that violations of tax laws and regulations
may have occurred and the potential consequences of such violations.
9.04 Paragraphs .17–.18 of AU-C section 250, Consideration of Laws and
Regulations in an Audit of Financial Statements (AICPA, Professional Standards), state that if the auditor becomes aware of information concerning an
instance of noncompliance or suspected noncompliance with laws and regulations, the auditor should obtain (a) an understanding of the nature of the act
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and the circumstances in which it has occurred and (b) further information to
evaluate the possible effect on the financial statements. If the auditor suspects
noncompliance may exist, the auditor should discuss the matter with management (at a level above those involved with the suspected noncompliance, if
possible) and, when appropriate, those charged with governance. In accordance
with paragraph .20 of AU-C section 250, the auditor should evaluate the implications of noncompliance in relation to other aspects of the audit, including the
auditor's risk assessment and the reliability of written representations, and
take appropriate action.
9.05 As stated in paragraphs .24–.26 of AU-C section 250, if the auditor
concludes that the noncompliance has a material effect on the financial statements, and it has not been adequately reflected in the financial statements,
the auditor should, in accordance with AU-C section 705, Modifications to the
Opinion in the Independent Auditor's Report (AICPA, Professional Standards),
express a qualified or an adverse opinion or disclaim an opinion on the financial
statements.
9.06 The auditor is also expected to inquire of, and obtain representations
from, management concerning compliance with the laws and regulations and
the prevention of violations that may cause disqualification. It is important
for the auditor to possess sufficient knowledge of matters affecting employee
benefit plans, including relevant sections of the IRC.
9.07 The design of the plan may take many forms, such as
a. individually designed. An individually designed plan is meant to
be specific to a plan sponsor and will vary from plan sponsor to plan
sponsor.
b. prototype. Prototype plans are either standardized or nonstandardized as follows:
i. A standardized prototype plan is an agreement in which
the plan sponsor chooses certain features of the plan from
a limited set of options (such as eligibility and vesting provisions, amount of contributions, and methods of benefit
payments). Typically, a basic plan document is supplemented by an adoption agreement that contains the plan
options selected by the plan sponsor.
Note
Standardized prototype plans severely limit the design choices of the plan
sponsor. For example, all members of a controlled group of employees are required to be covered by the plan. As such, compliance errors may readily arise
when an enterprise acquires a company that uses a standardized prototype
plan.
ii. A nonstandardized prototype plan is similar to a standardized prototype plan except that certain features of the
plan differ from the options offered under the standardized
plan.
c. volume submitter. A volume submitter plan is a sample plan that
has been sent to the IRS for approval with standard plan provisions (for example, vesting or eligibility) that will be in all volume
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submitter plans. It may consist of a single document or a combination of an adoption agreement and a basic plan agreement.
9.08 Individually designed plans may apply for a determination letter.
With standardized or nonstandardized prototype plans, the overall plan sponsor generally receives an opinion letter. The sponsor of a volume submitter plan
usually receives an advisory letter that is similar to an opinion letter. Effective
May 1, 2012, the IRS modified the determination letter system to permit plan
sponsors to rely on the opinion or advisory letter granted on the prototype or
volume submitter plan, as long as the sponsor did not make any significant
changes. Therefore, the IRS will no longer be issuing individual determination
letters to adopters of prototype or volume submitter plans, except in such cases
when significant changes were made in the underlying plan terms.
Note
The IRS has a staggered remedial amendment period (RAP) approach for
its determination letter program. Under this approach, there will be a RAP
every five years based on each plan sponsor's employer identification number
for individually designed plans. Preapproved plans (for example, prototype
and volume submitter plans) will have a six-year cycle. Plan sponsors should
consult their ERISA counsel or internal legal counsel for additional information. The IRS is eliminating the RAP approach for individually designed
plans effective January 1, 2017.
9.09 For health and welfare (H&W) plans, an IRS tax determination or
opinion letter is received for the trust, if applicable. VEBAs are the most common form of trust used to hold the investments of a welfare benefit plan. VEBAs
established on or after July 18, 1984, are required to request exempt status
from the IRS using Form 1024. VEBAs established before July 18, 1984 do
not need an exemption letter if they had previously formally declared exempt
status through the consistent filing of Form 990 with the IRS. If the trust has
been amended since the original determination letter, the Form 990 procedures require disclosure of the changes; no new application for determination
is required.1
9.10 As noted in paragraph 9.03, currently, there is no tax determination
letter program for a 403(b) plan. The tax-exempt status of a 403(b) plan is
different from that of a 401(k) plan because the tax-exempt status of a 403(b)
plan relates to an exclusion from income for the participant rather than an
exemption of tax for the plan. The IRS has issued sample language for such
plans, pending the development of a pre-approval program for prototype or
volume submitter plans.2
Note
See the illustrative financial statements for illustrations of tax status disclosures.

1

It is the trust that is required to get an exemption letter, not the plan itself.
See the draft language at www.irs.gov/pub/irs-tege/draft lrm 403b prototypes.pdf or the earlier published language for public schools in Revenue Procedure 2007-71 at www.irs.gov/irb/200751 IRB/ar09.html.
2
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Nondiscrimination and Other Operating Tests
for Plan Qualification
9.11 To determine that a plan is operating within the specific guidelines
established by the plan document in accordance with the IRC, certain nondiscrimination and other compliance tests are required to be performed at least
annually. However, IRS Revenue Procedure 93-42 permits certain plans to
perform some of the tests once every three years, rather than annually. Many
plan sponsors hire a third-party administrator to perform these tests (often
the same party contracted to do the plan's recordkeeping). Examples of IRC requirements with which a plan must comply in order to maintain its tax exempt
status are presented in the following table.

Applicable
to Defined
Benefit
Plans

Applicable to
Defined
Contribution
Plans

Applicable
to Health
and Welfare
Plans

Yes

Yes

N/A

Yes(a)

Yes(a)

Yes, if funded
through
voluntary
employee
beneficiary
association

N/A

Yes

N/A

Yes(b)

Yes(b)

N/A

Diversification rules for
employee stock ownership
plans (ESOPs) (IRC Section
401[a][28])

N/A

Yes—ESOP
plans only

N/A

Benefit and contribution
limits (IRC Section 415[b]
and [c])

Yes

Yes

N/A

Employee deferral
contribution limitations
(IRC Section 402[g])

N/A

Yes

N/A

Minimum funding
obligations (IRC Sections
412 or 430)

Yes

Only for money
purchase
pension plans

N/A

Type of Test
Minimum coverage test
(IRC Section 410[b])
Nondiscrimination test (IRC
Sections 401[a][4] or 505)

Average deferral and
contribution percentage
limits (IRC Section 401[k]
and [m])
Top-heavy tests (IRC
Section 416)
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Type of Test
Unrelated business income
tax (IRC Sections 419A and
511)
(a)

(b)

(c)

Applicable
to Defined
Benefit
Plans

Applicable to
Defined
Contribution
Plans

Applicable
to Health
and Welfare
Plans

Yes(c)

Yes(c)

Yes

Collectively bargained plans are deemed to automatically satisfy this
test.
Plans with no key employees and collectively bargained plans are
deemed to automatically satisfy this test.
If plan assets are invested in other than typical passive investments (for
example, hedge funds, partnerships, or real estate investments), there
may be unrelated business income tax considerations. See paragraphs
9.14–.19 for additional guidance.

9.12 In certain cases, a plan may not pass the required nondiscrimination
tests for a given plan year. A plan may fail these tests for a variety of reasons
(for example, excess contributions for or from highly compensated employees
who participate in the plan). Once the plan administrators have been made
aware of the failure of a test, they may take corrective action, such as requiring
an additional contribution or refunding excess contributions, so that the plan
will then pass the nondiscrimination test.
9.13 In many cases, such refunds or additional contributions to participants occur after the end of the plan year currently under audit. If the plan
administrator does not take the required corrective action to enable the plan to
pass the required nondiscrimination tests, the auditor should consider the implications of this failure on the financial statements, as previously discussed in
paragraphs 9.03–.05. These failures could jeopardize the plan's tax-advantaged
status; however, the IRS has established a relief program to protect the plan's
tax-advantaged status in most circumstances. See paragraph 9.29 for further
discussion of this matter.

Unrelated Business Income Tax
9.14 Although qualified benefit plans are not generally subject to taxation,
certain activities or types of investments may be taxable. In general, UBTI of
a tax-exempt entity is subject to taxation. UBTI is
a. gross income derived from an unrelated trade or business that is
regularly carried on, less
b. allowable deductions directly connected with the trade or business.
9.15 With respect to qualified retirement plans, unrelated trade or business is defined by the IRC as any trade or business regularly carried on by
the trust, a partnership, or an S corporation of which the trust is an investor.
For tax-exempt welfare plans with a VEBA trust, UBTI includes the preceding
definition. In addition, such plans may be subject to UBTI on their investment
income if their assets exceed certain allowable reserves. Also, see paragraphs
9.20–.24 for a discussion of FASB Accounting Standards Codification (ASC)
740, Income Taxes.
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9.16 A qualified plan may have UBTI when business activity of its investments passes through to the investor. Nonleveraged investments, such as
government securities, stocks and debt instruments of corporations, mutual
funds, and insurance company annuity contracts, do not typically generate
UBTI. However, other nonleveraged investments, such as investments in partnerships; real estate investment trusts; or options to buy or sell securities,
such as short sales or repurchase agreements, may generate UBTI. Further,
direct or indirect leveraged investments, even in passive investments such as
stocks, bonds, or real estate, can generate UBTI. In practice, the most common
plans that generate UBTI are H&W plans with VEBA trusts because the funding restrictions can convert even passive investment income into UBTI. With
the increase of investments in hedge funds, private equity funds, and other
less traditional investment arrangements, more retirement plans are facing
an obligation for unrelated business income tax.
9.17 Examples of activities that may produce unrelated business income
include the following:
a. Income from investments in partnerships and certain other alternative investments that are pass-through entities for tax purposes
and that conduct a trade or business or whose activities include
one or more of items (c)–(e)
b. Rents from debt-financed property
c. Rents based on a percentage of net income rather than gross income
d. Rents on personal property
e. Unrelated debt-financed income
9.18 For an H&W plan, UBTI generally arises if the VEBA trust assets
exceed the amount reasonably necessary to cover unpaid accrued claims, resulting in the excess accumulations being subject to UBTI. The tax is assessed
on the lesser of the VEBA's income or excess assets in the qualified asset account. For UBTI purposes, the VEBA's income is equal to investment earnings,
less expenses associated with those earnings. Employee and employer contributions and benefit payments are excluded from the computation of VEBA income
for this purpose. For those H&W plans that are prefunded, it is important for
the plan's management to be familiar with the UBTI implications and have
controls in place to determine any UBTI and to file the applicable tax returns
and payments due.
9.19 For all benefit plans, UBTI can arise from general investment activity. The plan should have procedures in place to determine whether an
investment is likely to yield UBTI. When UBTI is present, procedures should
be in place to determine whether a tax return (Form 990-T) is required and
whether estimated payments must be made. Further, when the UBTI arises
from pass-through investments, procedures should be in place to determine
whether tax positions taken by the pass-through entity satisfy the standards
of FASB ASC 740.

Income Taxes
9.20 FASB ASC 740-10 clarifies the accounting and provides implementation guidance for uncertainty in income taxes recognized in an entity's financial
statements. In certain situations, uncertain tax positions may be associated
with the determination of UBTI or the tax-exempt status of the plan.

AAG-EBP 9.16

©2016, AICPA

Plan Tax Status

539

9.21 The following are examples of possible uncertain tax positions associated with UBTI:

r
r

r

Aspects of the definition of unrelated business income are subject
to judgment concerning whether an activity is considered a trade
or business or is regularly carried on.
Once a source of unrelated business income is identified, there
may be uncertainty in computing the amount of gross income
from the activity, determining allowable expenses or attributing
expenses to the proper time period, determining the amount of
reportable income and when it is reported, and determining the
classification of income.
When the enterprise generating UBTI operates in multiple states,
uncertain tax positions may arise about whether the state taxes
UBTI of an ERISA plan, the right to tax exists within such state,
or the apportionment of income among states has been properly
determined.

9.22 A plan's status as tax exempt is a tax position that may be subject to
uncertainty.3 If the plan has entered into a correction program, as provided by
the Employee Plans Compliance Resolution System,4 such program may aid
the plan administrator in assessing that there is no uncertainty with respect
to the plan's tax-exempt status. Such program does not apply to tax-exempt
welfare benefit plans. It provides no relief of penalty on tax issues associated
with UBTI.
9.23 FASB ASC 740-10 prescribes a recognition threshold and measurement attribute for the financial statement recognition and measurement of a
tax position taken or expected to be taken in a tax return. FASB ASC 74010 also provides guidance on derecognition, classification, interest and penalties, accounting in interim periods, disclosure, and transition. According to the
FASB ASC glossary, tax position refers to a position in a previously filed tax
return or a position expected to be taken in a future tax return that is reflected
in measuring current or deferred income tax assets and liabilities for interim
or annual periods. A tax position can result in a permanent reduction of income
taxes payable, a deferral of income taxes otherwise currently payable to future
years, or a change in the expected realizability of deferred tax assets.
9.24 FASB ASC 740-10-50-15 states that all entities5 should disclose all
of the following at the end of each annual reporting period presented:
a. The total amounts of interest and penalties recognized in the statement of operations and the total amounts of interest and penalties
recognized in the statement of financial position
3
Technical Questions and Answers (Q&A) section 9110.17, "Application of Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC) 740-10 (previously, FASB
Interpretation No. 48, Accounting for Uncertainty in Income Taxes) to Other Comprehensive Basis
of Accounting Financial Statements—Recognition and Measurement Provisions" (AICPA, Technical
Questions and Answers), states that the recognition and measurement provisions of FASB ASC 740-10
would not apply to special purpose financial statements because a liability for an uncertain tax position would not be reported on such statements. See Q&A section 9110.17 for further nonauthoritative
guidance.
4
See IRS Revenue Procedure No. 2013-12 as amended by IRS Procedures 2015-27 and 2015-28,
also known as the Employee Plans Compliance Resolution System (EPCRS).
5
For audits of public entities, such as Form 11-K audits, see FASB ASC 740-10-50-15A for
additional disclosures.
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b. For positions for which it is reasonably possible that the total
amounts of unrecognized tax benefits will significantly increase
or decrease within 12 months of the reporting date
i. the nature of the uncertainty
ii. the nature of the event that could occur in the next 12
months that would cause the change
iii. an estimate of the range of the reasonably possible change
or a statement that an estimate of the range cannot be
made
c. A description of tax years that remain subject to examination by
major tax jurisdictions
See FASB ASC 740-10 for further guidance.

Auditing Considerations
Relevant Assertions
9.25 The relevant assertions related to the plan's tax status include
whether
a. the trust is qualified under the IRC as being exempt from federal
income taxes and whether transactions or events have occurred
that might affect the plan's qualified status.6
b. any income taxes, if applicable, have been properly recorded and
disclosed in accordance with the applicable financial reporting
framework.
c. plan management has taken an uncertain position that more likely
than not would not be sustained upon examination by taxing authorities.
d. asserted and unasserted claims and assessments affecting plan assets resulting from the loss of tax-exempt status have been properly
recorded or disclosed in accordance with the applicable financial reporting framework.

Examples of Identified Risks of What Can Go Wrong at
the Relevant Assertion Level
9.26 The following are examples of identified risks of what can go wrong
at the relevant assertion level relating to the plan's tax status:
a. The plan document is not timely implemented, updated, or
amended.
b. Plan operations do not stay current with changes in governing law.
c. Required amendments for regulation changes are not made in the
year following the change, as allowed.
d. Failure to properly apply the plan's provisions, such as

6
Note that the Employee Retirement Income Security Act of 1974 requires disclosure of information concerning whether a tax ruling or determination letter has been obtained. Item (f) in FASB
ASC 960-205-50-1 requires disclosure of the federal income tax status of a plan only if a favorable tax
determination has not been obtained or maintained.
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i. the definition of compensation used operationally is different from the plan document (for example, improper inclusion or exclusion of compensation for plan purposes or
improper period considered for newly eligible employees).
ii. excluding eligible employees or including ineligible employees (for example, the definitions of employee and employer are not followed, missed entry date, or entry allowed
too early).
iii. incorrect employer matching contributions.
iv. participant elections (for example, error in setup of participant elections, failure to restart subsequent year contributions after limits are met, and excess elective deferrals).
v. vesting errors (for example, improper application of years
of service).
vi. distributions (for example, improper hardship determinations, failure to make minimum required distributions, or
partial termination vesting errors).
vii. plan loans (for example, the plan document does not allow
for loans, but loans are extended; the failure to withhold
loan payments; or loans exceed plan or IRC limits).
Failure to perform or incorrectly performing nondiscrimination and
other operating tests.
Failure to recognize that the plan is a member of a controlled group.
Failure to make corrections required to comply with annual compliance tests.
Failure of a VEBA to test its reserve accumulations and exposure
to UBTI.
Failure to assess whether any plan investments generate UBTI.

Example Audit Procedures to Consider
9.27 The following are examples of substantive audit procedures for auditing a qualified retirement plan's tax status:
a. Reviewing the IRS tax determination letter on an individually designed plan or IRS opinion letter on a prototype or volume submitter plan or, when not available, reviewing an opinion letter from
the plan's qualified tax counsel or other ERISA adviser.
b. Determining whether plan amendments have been made that are
required as a result of changes in the laws and regulations.
c. Inquiring of the plan administrator whether plan operations have
been revised to comply with current law changes, even if plan
amendments are not yet required. Consider reviewing correspondence from the plan's legal counsel, third-party administrator, or
other ERISA or tax adviser.
d. For individually designed plans or other plans in which there have
been substantial departures from the approved language, if a determination letter has not been received or a request for a determination letter has not been made, and an opinion letter from the plan's
tax counsel is not available, reviewing those aspects of the plan
document relevant to the determination of its tax-exempt status.
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e. Inquiring of the plan administrator, trustee, or other appropriate plan representative about the plan's or trust's operations or
changes in plan or trust design that may cause the plan or trust to
lose its tax-exempt status.
f. Inquiring of plan management about the performance and results
of required compliance testing for the specific type of plan.

Note
Independent auditors are not expected to test the underlying calculations
for the tests previously outlined but, rather, are expected to inquire if the
testing was performed in accordance with the respective requirements using
the appropriate data.
g. Reviewing the results of auditing procedures applied in other areas of the audit and considering the findings in relation to tax
qualification requirements, as applicable. For example, procedures
performed for contributions and distributions when it was found
that the plan failed to comply with plan provisions. See paragraph
9.26d.
h. Inquiring about the procedures applied by the plan administrator
in determining UBTI.
i. To the extent UBTI is generated by investments of the plan or
pass-through entities, inquiring about the procedures to determine
whether any uncertain tax positions have been taken relating to
the UBTI either at the trust or investment entity level that could
have a material effect at the plan level.
j. Inquiring of the plan administrator whether Form 990-T has been
filed and whether any required state filings have been made.
k. Obtaining a copy of Form 990-T and related state filings, UBTI
calculations, and supporting detail for the year and testing as necessary.
l. Verifying that UBTI for the year and the associated income tax
accrual at year-end have been recorded in accordance with the
applicable financial reporting framework.
m. Obtaining a representation from management that the plan is qualified, and the associated trust is tax exempt under the appropriate
sections of the IRC.
9.28 As a result of the procedures previously performed in paragraph
9.27, the auditor may become aware of possible violations of tax laws and
regulations that could adversely affect the plan's tax status (for example, a
failure to adopt a plan amendment timely, the basis of compensation used
to determine employee deferrals was incorrect, a population of participants
was not included in the allocation of the discretionary contributions, or certain
testing was not performed). In those situations, the auditor should consider the
effect on the financial statements, as well as implications for other aspects of
the audit, as described in AU-C section 250. Specifically, the effect of the issue
would be analyzed by the plan sponsor and quantified, and if deemed material,
an adjustment to the financial statements may be required.
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Note
The auditor may determine that it is appropriate to obtain a representation
from management that it intends to correct the error. For example, "We are
aware of certain operational, plan document, or demographic issues that, if
not properly corrected, could be treated by the IRS as qualification failures.
We will be taking steps to correct these issues. If necessary, the tax qualification issues will be resolved directly with the IRS. Accordingly, we believe that
the plan will retain its tax-qualified status." When the failure is deemed significant, recognition of the associated control failure is typically documented
in the communication with those charged with governance.
9.29 When performing tax compliance testing, the plan may fail certain of
the tests that the plan sponsor may correct by making additional contributions
to the plan, refunding excess contributions to participants, or taking other
corrective action. It is important for the auditor to review such corrective action
to determine if it was corrected in accordance with prescribed procedures and
properly recorded in the financial statements. If such corrections were not
appropriate, the plan sponsor may be subject to penalties, and the tax-qualified
status of the plan may be called into question. Revised disclosure in the tax
status footnote and appropriate representation obtained from management
may be warranted based on the nature and materiality of the issues noted.
Note
For qualified retirement plans and 403(b) plans, the IRS offers a relief program which permits the plan to retain its tax-advantaged status. The fundamental requirement of this program is that each affected participant is
put in the same position that it would have been had any error not occurred. For more information on this program, see www.irs.gov/RetirementPlans/EPCRS-Overview, which includes a summary of the program and access to the full text of Revenue Procedure 2013-12 as amended by Revenue
Procedures 2015-27 and 2015-28.
9.30 The procedures outlined in paragraph 9.27 may be modified for other
plan types, such as
a. 403(b) plans. Consideration would be given to the absence of any
IRS approval procedure on plan documents; the varying compliance
tests that apply; the inapplicability of UBTI due to the limitations
on allowable investment types; and the fact that any tax exposure
would typically be imposed on the plan participant, not the plan.
b. VEBAs. There is no periodic request for approval of plan amendments. There are significantly fewer compliance tests. There are
two risks of UBTI. The first is similar to that of qualified plans
based upon the nature of the investment. The second is unique to
VEBAs based upon the level of funding in the plan.
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Chapter 10

Concluding the Audit and Other Auditing
Considerations
10.01 Completing the audit is often the most critical, yet most underestimated, phase of the audit in terms of the amount of time required and its
importance to achieving the objectives of an audit. Procedures related to concluding the audit involve more than just the administrative tasks that first
come to mind. They involve performing a final analytical review and a final
review of the financial statements; summarizing and evaluating audit findings; determining that the audit procedures and working papers conform with
authoritative standards and the appropriate audit opinion is based on the
sufficiency and appropriateness of audit evidence; and issuing client communications. This chapter discusses procedures for completing the audit that are
specific to employee benefit plans.
10.02 The procedures subsequently outlined are typically performed by
the independent auditor as he or she concludes the engagement and before the
financial statements are issued:
a. Review the Form 5500, Annual Return/Report of Employee Benefit
Plan. (See paragraphs 10.03–.08.)
b. Review for any commitments and contingencies. (See paragraphs
10.09–.10.)
c. Obtain a legal letter, if applicable. (See paragraphs 10.11–.13.)
d. Review for any subsequent events. (See paragraph 10.14.)
e. Consider other matters that have occurred during the audit, such
as
i. plan mergers. (See chapters 5–7 of this guide for planspecific discussions.)
ii. plan terminations. (See chapters 5–7 of this guide for planspecific discussions.)
iii. changes in service providers. (See chapters 5–7 of this
guide for plan-specific discussions.)
iv. related party transactions. (See chapter 2, "Planning and
General Auditing Considerations," of this guide for further
guidance.)
v. prohibited party in interest transactions. (See chapter 2 of
this guide for further guidance.)
vi. plan amendments.
vii. going concern considerations. (See chapter 2 of this guide
for further guidance and paragraph 11.86 of this guide for
reporting considerations.)
f. Review journal entries, if any, and subsequent trust statements.
g. Summarize audit misstatements.
h. Perform final analytics.
i. Obtain management representation letter. (See paragraphs 10.16–
.22 and exhibit 10-1.)
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j. Date the auditor's report, and assemble and archive working
papers.
k. Communicate with those charged with governance. (See paragraphs 10.23–.35.)
l. Communicate internal control matters identified in an audit. (See
paragraphs 10.36–.39.)
m. Access auditors' working papers. (See paragraph 10.40.)

The Form 5500
10.03 Information in the Form 5500 may be relevant to an independent audit or the continuing propriety of the auditor's report. AU-C section 720, Other
Information in Documents Containing Audited Financial Statements (AICPA,
Professional Standards), addresses the auditor's responsibility with respect to
other information in documents containing audited financial statements and
the auditor's report thereon. Other information is defined as financial and nonfinancial information (other than the financial statements and auditor's report
thereon) that is included in a document containing audited financial statements and the auditor's report thereon, excluding required supplementary
information.1
10.04 Paragraph .06 of AU-C section 720 states that the auditor should
read the other information of which the auditor is aware in order to identify material inconsistencies, if any, with the audited financial statements. If,
upon reading the other information the auditor identifies a material inconsistency, the auditor should determine whether the audited financial statements
or other information needs to be revised. Paragraphs .09–.15 of AU-C section
720 address the auditor's responsibilities if a material inconsistency has been
identified. Paragraph .16 of AU-C section 720 states that if, upon reading the
other information for the purpose of identifying material inconsistencies, the
auditor becomes aware of an apparent material misstatement of fact, the auditor should discuss the matter with management. Paragraphs .16–.18 of AU-C
section 720 address the auditor's responsibilities if an apparent misstatement
of fact has been identified.
10.05 Paragraph .07 of AU-C section 720 states that the auditor should
make appropriate arrangements with management or those charged with governance to obtain the other information prior to the report release date. If it
is not possible to obtain all the other information prior to the report release
date, the auditor should read such other information as soon as practicable.
For example, the plan auditor should make arrangements to obtain the Form
5500 prior to the report release date to enable the auditor to resolve possible
material inconsistencies and apparent misstatements of fact with management
on a timely basis. If it is not possible to obtain the Form 5500 prior to the report
release date, the auditor should read such other information in the Form 5500
as soon as practicable. The auditor may delay the release of the auditor's report
until management provides the Form 5500 to the auditor.
10.06 The auditor should communicate with those charged with governance the auditor's responsibilities with respect to the other information
(for example, other information in the Form 5500); any procedures performed
1
Required supplementary information is defined in AU-C section 730, Required Supplementary
Information (AICPA, Professional Standards).
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relating to the other information; and the results, in accordance with paragraph
.08 of AU-C section 720.

Reports Issued Prior to the Form 5500 Filing
10.07 The auditor may encounter situations in which the auditor's report
is issued prior to the auditor's reading of the Form 5500. If such a situation
occurs, it is important for the auditor to inform the plan administrator that
the auditor's report is not to be attached to the financial statements included
with the Form 5500 filing without the auditor's reading of the Form 5500.
When the engagement letter is prepared, it may include a statement that in
the event that the auditor's report is issued prior to the auditor having read the
Form 5500, the plan administrator agrees not to attach the auditor's report to
the financial statements included with the Form 5500 filing until the auditor
has read the completed Form 5500. See the illustrative engagement letter in
chapter 2 of this guide. The auditor may also consider including a statement
in the transmittal letter to the client indicating that the auditor's report, as
presented, is not to be attached to the financial statements to be included in
the Form 5500 filing without the auditor's reading of that filing.
10.08 The Employee Retirement Income Security Act of 1974 (ERISA) requires a plan's financial statements to include financial statement disclosures
of reconciling differences, if any, between amounts reported in the financial
statements and the amounts reported in the Form 5500. If, upon reading the
Form 5500 subsequent to the issuance of the plan's financial statements
the auditor identifies any such differences, he or she may consider reissuing the
auditor's report, dual-dated with respect to the note explaining the differences.
If the differences represent a material inconsistency or misstatement of fact in
the preparation of the Form 5500, then the guidance in paragraphs 10.03–.06
is appropriate.

Commitments and Contingencies
10.09 Commitments and contingencies related to an employee benefit plan
typically involve plan compliance issues or future plan amendments that affect
the plan and its participants. Contingencies may take the form of a gain or
loss contingency. Loss contingencies may involve collectability of receivables,
tax issues, or litigation claims. Commitments and loss contingencies may result from nontraditional investments, such as limited partnership interests,
real estate, or hedge funds. Contingencies arising from prohibited transactions
may also need to be disclosed in accordance with the requirements of FASB
Accounting Standards Codification (ASC) 450, Contingencies. (See paragraphs
2.99 and 2.120 of this guide.) Additionally, commitments and contingencies of
the plan sponsor need to be considered in regard to the potential effect on the
plan, such as going concern of the plan sponsor.
10.10 Procedures that the auditor may be required to apply or may apply
in connection with the commitments and contingencies of an employee benefit
plan include
a. discussing possible areas of commitments and contingencies with
the sponsoring employer, plan administrator, or other parties performing the plan's management functions.
b. reviewing minutes of various committees of the plan during and
subsequent to the period being audited for discussion of possible
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c.

d.

e.

f.

contingent liabilities or commitments as well as subsequent plan
amendments.
analyzing legal expenses for the period and reviewing invoices and
statements from legal counsel for indications of possible contingencies. The legal expenses of a single employer plan may be paid
directly by the employer, in which case the auditor may consider
reviewing those expenses.
obtaining a representation letter from the appropriate persons,
normally the plan's administrator or other parties performing the
plan's management function. (See AU-C section 580, Written Representations [AICPA, Professional Standards], and paragraph 10.16.)
inquiring about any audit or investigation that the Department of
Labor (DOL), IRS, Pension Benefit Guarantee Corporation (PBGC),
or other regulatory agency has made of the plan's activities or filings since the last audit. (Such reviews might arise, for example,
from enforcement activities, a request for an advisory opinion, or
a request for a prohibited transaction exemption.) Obtaining and
reviewing, for financial statement implications, any report of an
audit or investigation not reviewed as part of the audit planning
process (see item (e) in paragraph 3.26 of this guide), including
the effect of transactions noted therein that give rise to potential
receivables arising from breaches of fiduciary duties or prohibited
transactions. Consider whether this information obtained from the
inquiry should be included in the representation letter in accordance with paragraph .13 of AU-C section 580.
inquiring about any possible mergers or spin-offs affecting the plan.

Litigation, Claims, and Assessments
10.11 AU-C section 501, Audit Evidence—Specific Considerations for Selected Items (AICPA, Professional Standards), addresses specific considerations
by the auditor in obtaining sufficient appropriate audit evidence regarding litigation, claims, and assessments involving the entity. Paragraph .16 of AU-C
section 501 states that the auditor should design and perform audit procedures
to identify litigation, claims, and assessments involving the entity that may
give rise to a risk of material misstatement and includes specific audit procedures to be performed. Paragraph .18 of AU-C section 501 states that unless
the audit procedures required by paragraph .16 of AU-C section 501 indicate
that no actual or potential litigation, claims, or assessments that may give rise
to a risk of material misstatement exist, the auditor should, in addition to the
procedures required by other AU-C sections, seek direct communication with
the entity's external legal counsel. The auditor should do so through a letter
of inquiry prepared by management and sent by the auditor requesting the
entity's external legal counsel to communicate directly with the auditor.
Note
The American Bar Association has approved a Statement of Policy Regarding
Lawyers' Responses to Auditors' Requests for Information that is set forth in
exhibit A, "American Bar Association Statement of Policy Regarding Lawyers'
Responses to Auditors' Requests for Information," of AU-C section 501. If the
plan sponsor has not utilized the services of a lawyer, consider including such
a statement in the management representation letter.
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Letter of Audit Inquiry to Legal Counsel
10.12 Through the letter of audit inquiry, the auditor should request the
entity's legal counsel to inform the auditor of any litigation, claims, assessments, and unasserted claims that the counsel is aware of, together with an
assessment of the outcome of litigation, claims, and assessments, and an estimate of the financial implications, including costs involved, in accordance with
paragraph .22 of AU-C section 501. Paragraph .22 of AU-C section 501 also
provides a list of matters that should be included in the letter of inquiry, including a list prepared by management (or a request by management that the
legal counsel prepare a list) that describes and evaluates pending or threatened
litigation, claims, and assessments with respect to which the legal counsel has
been engaged and to which the legal counsel has devoted substantial attention
on behalf of the company in the form of legal consultation or representation.
The matters described in the following items (a)–(g) may be included in the
"Pending or Threatened Litigation" or "Unasserted Claims and Assessments"
sections of the audit inquiry letter to legal counsel. Many law firms will not
respond if the following matters are not disclosed or if not expressly stated that
there are no such matters:
a. Breach of fiduciary responsibilities.
b. Prohibited party in interest transactions and other transactions
prohibited by ERISA. Parties in interest are defined in ERISA Section 3(14) and regulations under that section. See also chapter 2 of
this guide.
c. Loans or leases in default and reportable to the DOL, including late
remittances of employee deferral contributions or loan repayments.
d. Events reportable to the PBGC.
e. Events that may jeopardize the plan's tax qualification status.
f. Legal actions brought against the plan on behalf of plan participants and beneficiaries.
g. Review or inquiry by the DOL, the IRS, or other regulatory agency
of the plan's activities or filings since the last audit. A review or
inquiry might arise, for example, from enforcement activities, a
request for an advisory opinion, or a request for a prohibited transaction exemption.
10.13 Paragraph .24 of AU-C section 501 states that the auditor should
modify the opinion in the auditor's report, in accordance with AU-C section
705, Modifications to the Opinion in the Independent Auditor's Report (AICPA,
Professional Standards), if (a) the entity's legal counsel refuses to respond appropriately to the letter of inquiry, and the auditor is unable to obtain sufficient
appropriate audit evidence by performing alternative audit procedures, or (b)
management refuses to give the auditor permission to communicate or meet
with the entity's external legal counsel.

Subsequent Events
10.14 Accounting and reporting requirements for subsequent events is
provided in FASB ASC 855, Subsequent Events. AU-C section 560, Subsequent
Events and Subsequently Discovered Facts (AICPA, Professional Standards),
addresses the auditor's responsibilities relating to subsequent events and
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subsequently discovered facts in an audit of financial statements.2 The following audit procedures may be required or may be applied for all employee
benefit plans. The list is not all-inclusive and may be modified to suit the
circumstances of a specific engagement:
a. Obtaining an understanding of any procedures that management
has established to ensure that subsequent events are identified
b. Reviewing minutes of committee meetings through the date of the
auditor's report
c. Obtaining supplemental legal representations if there is a significant period between the date of the plan's legal counsel's response
and the date of the auditor's report
d. Obtaining the plan's interim financial statements (trustee and
recordkeeper statements) for a period subsequent to the audit date,
if any; comparing them with the financial statements being audited; and investigating any unusual fluctuations
e. Inquiring of, and discussing with, the plan administrator or other
parties performing the plan's management function
i. unusual disposal or purchase of investments since yearend
ii. mergers or spin-offs of plan assets
iii. amendments to plan and trust instruments and insurance
contracts
iv. matters involving unusual terminations of participants,
such as termination arising from a sale of a division or
layoffs
v. changes in plan commitments or contingent liabilities
vi. adverse financial conditions of the plan sponsor
vii. any review or inquiry by the DOL, the IRS, or other regulatory agency of the plan's activities or filings since the last
audit (A review or inquiry might arise, for example, from
enforcement activities, a request for an advisory opinion,
or a request for a prohibited transaction exemption.)

Evaluating the Risk of Material Misstatement Due to Fraud
at or Near the End of the Audit
10.15 At or near the end of the audit, the auditor should evaluate whether
the accumulated results of auditing procedures (including analytical procedures that were performed as substantive tests or when forming an overall
conclusion) affect the assessment of the risks of material misstatement due to
fraud made earlier in the audit or indicate a previously unrecognized risk of
material misstatement due to fraud, in accordance with paragraph .34 of AU-C
section 240, Consideration of Fraud in a Financial Statement Audit (AICPA,

2
Technical Questions and Answers section 8700, Subsequent Events (AICPA, Technical Questions and Answers), provides nonauthoritative guidance on the applicability of accounting guidance
in AU-C section 560, Subsequent Events and Subsequently Discovered Facts (AICPA, Professional
Standards), for audits of nongovernmental entities.
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Professional Standards). Paragraph .A57 of AU-C section 240 states that determining which particular trends and relationships may indicate a risk of
material misstatement due to fraud requires professional judgment.

Plan Representations
10.16 AU-C section 580 addresses the auditor's responsibility to obtain written representations from management and, when appropriate, those
charged with governance in an audit of financial statements. Paragraph .09
of AU-C section 580 states that the auditor should request written representations from management with appropriate responsibilities for the financial
statements and knowledge of the matters concerned. The written representations should be in the form of a representation letter addressed to the auditor.
For employee benefit plans, the written representations are normally obtained
from the plan's administrator or other parties performing the plan's management function for all financial statements and periods referred to in the
auditor's report.
10.17 Paragraphs .10–.18 of AU-C section 580 list specific representations
that should be included in the written letter. Among them, paragraph .14 of
AU-C section 580 states that the auditor should request management to provide written representation about whether it believes the effects of uncorrected
misstatements are immaterial, individually and in the aggregate, to the financial statements as a whole. A summary of such items should be included in, or
attached to, the written representation.
10.18 Other AU-C sections require the auditor to request written representations. (See exhibit D, "List of AU-C Sections Containing Requirements
for Written Representations," of AU-C section 580.) If, in addition to such required representations, the auditor determines that it is necessary to obtain
one or more written representations to support other audit evidence relevant
to the financial statements or one or more specific assertions in the financial
statements, paragraph .19 of AU-C section 580 states that the auditor should
request such other written representations. Such written representations may
supplement, but do not form part of, the written representations required by
paragraphs .10–.18 of AU-C section 580.
Note
Exhibit A, "Illustrative Representation Letter," of AU-C section 580 contains
written representations that are required by AU-C section 580 and other
AU-C sections. Exhibit B, "Illustrative Specific Written Representations," of
AU-C section 580 contains illustrations of additional representations to those
that are included in exhibit A that may be appropriate in certain situations.
10.19 The date of the written representations should be as of the date of
the auditor's report on the financial statements and should be for all financial
statements and periods referred to in the auditor's report.
10.20 Paragraphs .22–.24 of AU-C section 580 state that if the auditor
has concerns about the competence, integrity, ethical values, or diligence of
management or about management's commitment to, or enforcement of, these,
the auditor should determine the effect that such concerns may have on the
reliability of representations (oral or written) and audit evidence in general.
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In particular, if written representations are inconsistent with other audit evidence, the auditor should perform audit procedures to attempt to resolve the
matter. If the matter remains unresolved, the auditor should reconsider the
assessment of the competence, integrity, ethical values, or diligence of management or of management's commitment to, or enforcement of, these and should
determine the effect that this may have on the reliability of representations
(oral or written) and audit evidence in general. If the auditor concludes that the
written representations are not reliable, the auditor should take appropriate
action, including determining the possible effect on the opinion in the auditor's
report, in accordance with AU-C section 705.
10.21 If management does not provide the written representations required by paragraphs .10–.11 of AU-C section 580, then the auditor should
disclaim an opinion on the financial statements. See paragraph .25 of AU-C
section 580.

Management Representation Letter
10.22 Exhibit 10-1 contains an illustrative management representation
letter for a full-scope defined benefit pension plan audit engagement. In addition to the representations included in exhibit 10-1, the following is a list of
additional representations that may be required or appropriate for employee
benefit plans, as applicable:
a. When engaged to report on whether the supplemental schedules
are fairly stated, in all material respects, in relation to the financial
statements as a whole, in accordance with item (g) in paragraph .07
of AU-C section 725, Supplementary Information in Relation to the
Financial Statements as a Whole (AICPA, Professional Standards),
the auditor should obtain written representations from management
i. that management acknowledges its responsibility for the
presentation of the supplementary information in accordance with the applicable criteria.
ii. that it believes the supplementary information, including
its form and content, is fairly presented in accordance with
the applicable criteria.
iii. that the methods of measurement or presentation have
not changed from those used in the prior period or, if the
methods of measurement or presentation have changed,
the reasons for such changes.
iv. about any significant assumptions or interpretations underlying the measurement or presentation of the supplementary information.
v. that when the supplementary information is not presented
with the audited financial statements, management will
make the audited financial statements readily available
to the intended users of the supplementary information
no later than the date of issuance by the entity of the
supplementary information and auditor's report thereon.
b. Whether financial circumstances are strained, with disclosure of
management's intentions and the plan's ability to continue as a
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going concern,3 or whether there is knowledge of any matters affecting the plan sponsor that could be significant to the plan.
c. Whether the possibility exists that the value of specific significant
long-lived assets may be impaired.4
d. Whether the work of a specialist has been used by the plan.5
e. Whether receivables have been recorded in the financial statements
and the adequacy of allowances for receivables, as appropriate.
f. Whether plan management has apprised the auditor of all communications, whether written or oral, with regulatory agencies concerning the operation of the plan.
g. The effect of a new accounting standard update is not known.
h. The information contained in the notes to the financial statements
when the notes are in the opinion of plan management (or plan
sponsor) (for example, when the tax status note states that the plan
administrator believes that the plan is designed, and is currently
being operated, in compliance with the applicable requirements of
the Internal Revenue Code and, therefore, believes that the plan is
qualified, and the related trust is tax exempt).
i. Management has determined the fair value of significant financial
instruments that do not have readily determinable market values,6
including the reasonableness of significant fair value assumptions,
such as whether they appropriately reflect management's intent
and ability to carry out specific courses of action on behalf of the
entity when relevant to the use of fair value measurements or
disclosures.
j. The appropriateness of the measurement methods, including related assumptions, used by management in determining fair value
and the consistency in application of the methods.
k. The completeness and adequacy of disclosures related to fair values.
l. Whether subsequent events require adjustment to the fair value
measurements and disclosures included in the financial statements
other than normal market fluctuations.
m. If the engagement is a limited-scope audit, the plan administrator's
responsibilities as they relate to the completeness and accuracy of
the trustee certification.
n. Whether plan management has obtained and reviewed a SOC 1 report (if available), and are performing the applicable user controls.
o. When the plan uses the liquidation basis of accounting (because liquidation was determined to be imminent in accordance with FASB
ASC 205-30) it is important that the written representations be
revised. For example, the management representation letter may

3
See exhibit B, "Illustrative Specific Written Representations," of AU-C section 580, Written
Representations (AICPA, Professional Standards), for sample wording of this representation.
4
See footnote 3.
5
See footnote 3.
6
See footnote 3.
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reflect the date at which liquidation became imminent and a description that caused liquidation to be considered imminent in accordance with FASB ASC 205-30; the periods that the financial
statements are presented on the liquidation basis of accounting;
when the plan for liquidation was approved; a statement that management has assessed the likelihood of parties blocking the plan's
liquidation and the conclusion of that assessment (for example, it
is remote that the plan's liquidation will be blocked or that the
plan will return from liquidation); a statement that management
is responsible for the significant assumptions and methods used to
determine the amounts expected to be collected during liquidation
and that the assets reflect their best estimate of the amount of cash
or other consideration that the plan expects to collect in settling or
disposing of those assets in carrying out its liquidation; and other
considerations based on the requirements in FASB ASC 205-30.
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Exhibit 10-1
The following is an illustrative management representation letter prepared in
accordance with AU-C section 580, with the following circumstances:

r
r
r

The engagement is for a full-scope audit of a defined benefit pension
plan (DB plan).
The financial statements have been prepared in accordance with accounting principles generally accepted in the United States of America as promulgated by the Financial Accounting Standards Board.
The auditor has been engaged to report on the supplemental schedules
in accordance with AU-C section 725.

This letter may be tailored to the specific type of plan being audited, if other
than a DB plan (for example, defined contribution, 403[b], health and welfare
plan, or a plan to be audited under PCAOB standards where the audited
financial statements will be included in a form 11-K to be filed with the SEC).7
This letter may not contain all matters that pertain to the engagement and,
therefore, may be modified, as appropriate, for the individual circumstances
of each engagement, including if the engagement is for other than a full-scope
audit.
This letter may also be modified for special circumstances, such as plan mergers or terminations.
[Entity Letterhead]
(To Auditor)
[Date]
This representation letter is provided in connection with your audits of
the financial statements of Sample Company Employee Benefit Plan
(the Plan), which comprise the statements of net assets available for
benefits and of accumulated plan benefits as of December 31, 20X2
and 20X1, and the related statements of changes in net assets available for benefits and of changes in accumulated plan benefits for the
year ended December 31, 20X2, and the related notes to the financial
statements, for the purpose of expressing an opinion on whether the
financial statements present fairly, in all material respects, the financial status8 and changes in financial status9 of the Plan in accordance
with accounting principles generally accepted in the United States of
America (U.S. GAAP).10
7
For example, defined contribution (DC) and DC health and welfare (H&W) plan audits would
not need to include representations 14, 16(f), or 27–28 in the illustrative letter regarding actuarial
assumptions.
8
DC and DC H&W plans replace financial status with net assets available for benefits.
9
See footnote 8.
10
For limited-scope engagements, includes the following in the first paragraph of this letter:

We understand that, at our instruction, you did not perform any audit procedures with
respect to information prepared and certified to by [name of qualifying institution], the
trustee, in accordance with the Department of Labor's Rules and Regulations for Reporting
and Disclosure under the Employee Retirement Income Security Act of 1974, other than
comparing such information with the financial statements and supplemental schedules.
(continued)
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Certain representations in this letter are described as being limited
to matters that are material. Items are considered material, regardless of size, if they involve an omission or misstatement of accounting
information that, in the light of surrounding circumstances, makes
it probable that the judgment of a reasonable person relying on the
information would be changed or influenced by the omission or misstatement.
We confirm that, to the best of our knowledge and belief, having made
such inquiries as we considered necessary for the purpose of appropriately informing ourselves [as of (date of auditor's report)], the following
representations made to you during your audit:
Financial Statements
1. We have fulfilled our responsibilities, as set out in the
terms of the audit engagement dated [insert date], for
the preparation and fair presentation of the financial
statements (including disclosures) in accordance with U.S.
GAAP.
2. We acknowledge our responsibility for the design, implementation, and maintenance of internal control relevant
to the preparation and fair presentation of financial statements that are free from material misstatement, whether
due to fraud or error.
3. We acknowledge our responsibility for the design, implementation, and maintenance of internal control to prevent
and detect fraud.
4. Significant assumptions used by us in making accounting
estimates, including those measured at fair value, are reasonable. The methods and significant assumptions used
to estimate fair values of financial instruments are as follows: [describe methods and significant assumptions used
to estimate fair values of financial instruments]. The methods and significant assumptions used result in a measure
of fair value appropriate for financial measurement and
disclosure purposes.
5. We are responsible for the estimation methods and assumptions used in measuring assets and liabilities reported or disclosed at fair value, including information
obtained from brokers, pricing services, or other third parties. Our valuation methodologies have been consistently
applied from period to period. The fair value measurements reported or disclosed represent our best estimate

(footnote continued)
Because of the significance of the information you did not audit, we understand that you
will not express an opinion on the financial statements and schedules as a whole. We
understand the form and content of the information included in the financial statements
and supplemental schedule[s], other than that derived from the information certified
or provided by [name of qualifying institution], was audited by you in accordance with
GAAS, and was subjected to tests of our accounting records and other procedures as you
considered necessary to enable you to express an opinion as to whether they are presented
in compliance with the DOL's Rules and Regulations for Reporting and Disclosure under
ERISA.
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of fair value as of the measurement date in accordance
with the requirements of Financial Accounting Standards
Board (FASB) Accounting Standards Codification (ASC)
820, Fair Value Measurement. In addition, our disclosures
related to fair value measurements are consistent with the
objectives outlined in FASB ASC 820.
Related party relationships and transactions have been
appropriately accounted for and disclosed in accordance
with the requirements of U.S. GAAP.
Transactions with parties in interest, as defined in Section
3(14) of the Employee Retirement Income Security Act
of 1974 (ERISA) and regulations thereunder, including
sales, purchases, loans, transfers, leasing arrangements,
and guarantees, and amounts receivable from, or payable
to, related parties have been appropriately disclosed.
All events subsequent to the date of the financial statements and for which U.S. GAAP requires adjustment or
disclosure have been adjusted or disclosed.
The effects of uncorrected misstatements are immaterial,
both individually and in the aggregate, to the financial
statements as a whole. A list of the uncorrected misstatements is attached to the representation letter.
The effects of all known actual or possible litigation and
claims have been accounted for and disclosed in accordance with U.S. GAAP.
We have no intentions to terminate the plan.
Guarantees, whether written or oral, under which the plan
is contingently liable to a bank or an other lending institution have been properly recorded or disclosed in the
financial statements.
We have properly reported and disclosed amendments to
the plan instrument, if any.
We agree with the actuarial methods and assumptions
used by the actuary for funding purposes and for determining accumulated plan benefits and has no knowledge
or belief that such methods or assumptions are inappropriate in the circumstances. We did not give any nor cause
any instructions to be given to the plan's actuary with respect to values or amounts derived, and we are not aware
of any matters that have affected the independence or objectivity of the plan's actuary.11
We acknowledge our responsibility for the presentation of
the supplementary information in accordance with the applicable criteria and we believe the supplementary information, including its form and content, is fairly presented
in accordance with the applicable criteria. The methods
of measurement or presentation have not changed from
those used in the prior period.

11
These representations would not apply to DC retirement plans and H&W benefit plans except
for H&W benefit plans that require the services of an actuary.
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Information Provided
16. We have provided you with
a. access to all information, of which we are aware
that is relevant to the preparation and fair presentation of the financial statements such as
records, documentation, and other matters;
b. additional information that you have requested
from us for the purpose of the audit;
c. unrestricted access to persons within the plan
from whom you determined it necessary to obtain
audit evidence;
d. all minutes of the meetings [name of plan administrative committee or trustee] or summaries
of actions of recent meetings for which minutes
have not yet been prepared;
e. amendments made to the plan instrument, trust
agreement, or insurance contracts during the
year, including amendments to comply with applicable laws; and
f. actuarial valuation reports and other reports prepared by the actuary for the Plan and the Plan
Sponsor.
17. All transactions have been recorded in the accounting
records and are reflected in the financial statements.
18. Financial instruments with off-balance-sheet risk and financial instruments with concentrations of credit risk
have been properly recorded or disclosed in the financial
statements.
19. The plan or trust has satisfactory title to all owned assets
that are recorded at fair value [state exceptions, if any],
and all liens, encumbrances, or security interest requiring
disclosure in the financial statements have been properly
disclosed.
20. We have disclosed to you the results of our assessment of
the risk that the financial statements may be materially
misstated as a result of fraud.
21. We have no knowledge of any fraud or suspected fraud
that affects the plan and involves
a. management,
b. employees who have significant roles in internal
control, or
c. others when the fraud could have a material effect
on the financial statements.
22. We have no knowledge of any allegations of fraud, or
suspected fraud, affecting the plan's financial statements
communicated by employees, former employees, participants, regulators, beneficiaries, service providers, thirdparty administrators, or others.
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23. We have disclosed to you all known instances of noncompliance or suspected noncompliance with laws and regulations whose effects should be considered when preparing
financial statements.12
24. We are not aware of any pending or threatened litigation and claims whose effects should be considered when
preparing the financial statements.
25. There are no other matters (for example, breach of fiduciary responsibilities, nonexempt transactions, loans or
loans in default, events reportable to the Pension Benefit Guaranty Corporation, or events that may jeopardize
the tax status) that legal counsel have advised us must be
disclosed.
26. We have disclosed to you the identity of the plan's related
parties and parties in interest and all the related party and
party in interest relationships and transactions of which
we are aware.
27. There were no omissions from the participants' data provided to the plan's actuary for the purpose of determining
the actuarial present value of accumulated plan benefits
and other actuarially determined amounts in the financial
statements.13
28. There have been no changes in [or the following have
been properly recorded or disclosed in the financial
statements]14
a. the actuarial methods or assumptions used in calculating amounts recorded or disclosed in the financial statements.
b. plan provisions between the actuarial valuation
date and date of this letter.
29. We have apprised you of all communications, whether
written or oral, with regulatory agencies concerning the
operation of the plan.
30. The plan has complied with all aspects of debt and other
contractual agreements that would have a material effect
on the financial statements in the event of noncompliance,
including the release of unallocated shares held in employee stock ownership plans.
31. All required filings with the appropriate agencies have
been made.
32. The plan (and the trust established under the plan) is
qualified under the appropriate section of the Internal
Revenue Code and intends to continue as a qualified plan
12
For example, there have been no communications from regulatory agencies concerning noncompliance with, or deficiencies in, financial reporting practices that could have a material effect on
the financial statements in the event of noncompliance.
13
These representations would not apply to DC plans and H&W plans, except for H&W plans
that require the services of an actuary. In such cases, the following may be included: "There were no
omissions from the participants' data provided to the plan's actuary for the purpose of determining
the liability for claims incurred but not reported and other actuarially determined amounts in the
financial statements."
14
See footnote 13.
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(and trust). The plan sponsor(s) has operated the plan and
trust or insurance contract in a manner that did not jeopardize this tax status.
33. The plan has complied with the Department of Labor's regulations concerning the timely remittance of participants'
contributions to trusts containing assets for the plan.15
34. The plan has complied with the fidelity bonding requirements of ERISA.
35. There are no
a. nonexempt party in interest transactions (as defined in ERISA Section 406–408 and regulations
thereunder) that were not disclosed in the supplemental schedules or financial statements.
b. investments in default or considered to be uncollectible that were not disclosed in the supplemental schedules.
c. reportable transactions (as defined in ERISA Section 103[b][3][H] and regulations under that section) that were not disclosed in the supplemental
schedules.
[Name of Plan Administrator and Title]16
[Name of Plan Financial Officer and Title]
Illustrative Attachment to Management Representation Letter17
Sample Company Employee Benefit Plan Summary of
Uncorrected Misstatements
Year Ended December 31, 20X2
Statement of Net Assets
Available for Benefits
December 31, 20X2
Proposed Adjustments
Year 20X2 contributions
made during 20X2 but
not accrued at 12/31/X2
Totals18
Percentage effect of
adjustments on total19

Assets

Net Assets

Statement of Changes in Net
Assets Available for Benefits
December 31, 20X2
Contributions

Net Increase

($800,000)

($800,000)

($800,000)

($800,000)

$76,900,000

$76,900,000

$20,000,000

$40,000,000

(1.04%)

(1.04%)

(4.00%)

(2.00%)

15

This step would be applicable for a contributory plan.
For multiemployer plans, consideration would be given to having the trustees (management
or employer and labor or union) sign the management representation letter.
17
In accordance with paragraph .14 of AU-C section 580, a summary of the uncorrected misstatements should be included in, or attached to, the written representation. The summary should include
sufficient information to provide management with an understanding of the nature, amount, and
effect of the uncorrected misstatements. Similar items may be aggregated. The attachment presented
here is for illustrative purposes only and not necessarily the only possible presentation.
18
This information is not required by AU-C section 580.
19
See footnote 18.
16
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Communications With Those Charged With Governance
10.23 AU-C section 260, The Auditor's Communication With Those
Charged With Governance (AICPA, Professional Standards), addresses the auditor's responsibility to communicate with those charged with governance in
an audit of financial statements. Communications required by AU-C section
260 are applicable regardless of a plan's governance structure or size; however,
particular considerations apply when all of those charged with governance
are involved in managing a plan. The auditor should communicate with those
charged with governance on a timely basis.
10.24 Recognizing the importance of effective two-way communication
in an audit of financial statements, AU-C section 260 provides an overarching framework for the auditor's communication with those charged with
governance and identifies some specific matters to be communicated. Additional matters to be communicated are identified in other AU-C sections. See
the exhibit, "Requirements to Communicate With Those Charged With Governance in Other AU-C Sections," of AU-C section 260 for a list of those AU-C
sections that contain requirements to communicate with those charged with
governance.
10.25 AU-C section 260 uses the term those charged with governance
to refer to the person(s) or organization(s) (for example, a corporate trustee)
with responsibility for overseeing the strategic direction of the entity and the
obligations related to the accountability of the entity. This includes overseeing
the financial reporting process. See paragraph 2.33 of this guide for a discussion
of those charged with governance for employee benefit plans.
10.26 In accordance with AU-C section 260, the auditor should communicate with those charged with governance
a. the auditor's responsibilities with regard to the financial statement
audit. (See paragraphs 2.31–.33 of this guide.)
b. an overview of the planned scope and timing of the audit. (See
paragraph 2.36 of this guide.)
c. significant findings or issues from the audit. (See paragraph 10.27.)

Significant Findings From the Audit
10.27 Paragraph .12 of AU-C section 260 states that the auditor should
communicate with those charged with governance
a. the auditor's views about qualitative aspects of the plan's significant accounting practices, including accounting policies, accounting estimates (see paragraph 10.32), and financial statement disclosures.
b. significant difficulties, if any, encountered during the audit.
c. disagreements with management, if any.
d. other findings or issues, if any, arising from the audit that are,
in the auditor's professional judgment, significant and relevant to
those charged with governance regarding their responsibility to
oversee the financial reporting process.
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10.28 Paragraph .13 of AU-C section 260 states that the auditor should
communicate with those charged with governance
a. uncorrected misstatements accumulated by the auditor and the
effect that they, individually or in the aggregate, may have on
the opinion in the auditor's report. The auditor's communication
should identify material uncorrected misstatements individually.
The auditor should request that uncorrected misstatements be
corrected.
b. the effect of uncorrected misstatements related to prior periods
on the relevant classes of transactions, account balances or disclosures, and the financial statements as a whole.
10.29 In accordance with paragraph .A29 of AU-C section 260, when there
are a large number of individually immaterial uncorrected misstatements, the
auditor may communicate the number and overall monetary effect of the uncorrected misstatements rather than the details of each individual uncorrected
misstatement. Paragraph .A30 of AU-C section 260 states that the auditor
may discuss with those charged with governance the reasons for, and the implications of, a failure to correct misstatements, taking into account the size
and nature of the misstatement judged in the surrounding circumstances, and
possible implications with regard to future financial statements.
10.30 Paragraph .14 of AU-C section 260 states that unless all of those
charged with governance are involved in managing the entity, the auditor also
should communicate
a. material, corrected misstatements that were brought to the attention of management as a result of audit procedures.
b. significant findings or issues, if any, arising from the audit that
were discussed, or the subject of correspondence, with management.
c. the auditor's views about significant matters that were the subject of management's consultations with other accountants on accounting or auditing matters when the auditor is aware that such
consultation has occurred.
d. written representations the auditor is requesting.
10.31 In accordance with paragraph .40 of AU-C section 240, if the auditor
has identified or suspects fraud involving management, employees who have a
significant role in internal control, or others when the fraud results in a material misstatement in the financial statements, the auditor should communicate
these matters to those charged with governance on a timely basis, unless all of
those charged with governance are involved in managing the entity. Paragraph
.A68 of AU-C section 240 states that due to the nature and sensitivity of fraud
involving senior management, or fraud that results in a material misstatement in the financial statements, the auditor communicates such matters on a
timely basis and may consider it necessary to also communicate such matters
in writing.
10.32 As noted in paragraph .12 of AU-C section 260, the auditor should
communicate with those charged with governance the auditor's views about
qualitative aspects of the plan's significant accounting practices, including
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accounting policies, accounting estimates, and financial statement disclosures.
In accordance with paragraph .A25 of AU-C section 260, certain accounting
estimates are particularly sensitive because of their significance to the financial statements and because of the possibility that future events affecting them
may differ markedly from management's current judgments. For significant
estimates, such communication may include management's identification of
accounting estimates, management's process for making accounting estimates,
risks of material misstatement, indicators of possible management bias, and
disclosure of estimation uncertainty in the financial statements. For example,
the auditor may consider communicating the nature of significant assumptions
used in fair value measurements, the degree of subjectivity involved in the development of the assumptions, and the relative materiality of the items being
measured at fair value to the financial statements as a whole. See the appendix,
"Qualitative Aspects of Accounting Practices," of AU-C section 260 for further
guidance.
10.33 Paragraph .12 of AU-C section 260 states that the auditor should explain to those charged with governance why the auditor considers a significant
accounting practice (including accounting estimates) that is acceptable under
the applicable financial reporting framework not to be the most appropriate
to the particular circumstances of the entity. The auditor should determine
that those charged with governance are informed about the process used by
management in formulating particular sensitive accounting estimates, including fair value estimates. The auditor should also communicate the basis for
the auditor's conclusions regarding the reasonableness of those estimates. See
AU-C section 260 for further guidance.
10.34 Paragraph .16 of AU-C section 260 states that the auditor should
communicate in writing with those charged with governance findings or issues from the audit if, in the auditor's professional judgment, oral communications would not be adequate. This communication need not include matters that arose during the course of the audit that were communicated with
those charged with governance and satisfactorily resolved. AU-C section 260
also contains information on the communication process, including restricted
use, timing of the communication, adequacy of the communication process,
and specific examples of what should be communicated. (See paragraphs .10–
.14 and .A13–.A33 of AU-C section 260 for examples of items to be communicated.)
10.35 Paragraph .20 of AU-C section 260 states that when matters required to be communicated have been communicated orally, the auditor should
include them in the audit documentation, including when and to whom they
were communicated. In accordance with paragraph .11 of AU-C section 230,
Audit Documentation (AICPA, Professional Standards), the auditor should document discussions of significant findings or issues with management, those
charged with governance, and others, including the nature of the significant
findings or issues discussed, and when and with whom the discussions took
place. Documentation of oral communication may include a copy of minutes
prepared by the plan if those minutes are an appropriate record of the communication. When matters have been communicated in writing, the auditor
should retain a copy of the communication as part of the audit documentation.
For further guidance, see AU-C section 260.
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Communicating Internal Control Related Matters Identified
in an Audit
10.36 AU-C section 265, Communicating Internal Control Related Matters Identified in an Audit (AICPA, Professional Standards),20 addresses the
auditor's responsibility to appropriately communicate deficiencies in internal
control that the auditor has identified in an audit of financial statements to
those charged with governance and management. Those charged with governance is defined in AU-C section 260. Also, see paragraphs 2.32–.33 of this guide
for further discussion on those charged with governance for an employee benefit plan. AU-C section 265 specifies which identified deficiencies the auditor is
required to communicate to those charged with governance and management.
Paragraph .11 of AU-C section 265 states that the auditor should communicate
in writing to those charged with governance on a timely basis significant deficiencies and material weaknesses identified during the audit, including those
that were remediated during the audit.
10.37 When reading a type 1 or type 2 SOC 1 report for a service organization, the user auditor may become aware of situations at the service organization or with the use of a service organization that constitute significant
deficiencies or material weaknesses for the user organization. In accordance
with paragraph .A40 of AU-C section 402, Audit Considerations Relating to an
Entity Using a Service Organization (AICPA, Professional Standards), matters
related to the use of a service organization that the user auditor may identify
during the audit and may communicate to management and those charged
with governance of the user entity include the following:
a. Any needed monitoring controls that could be implemented by the
user entity, including those identified as a result of obtaining a type
1 or type 2 SOC 1 report
b. Instances when complementary user entity controls identified in
the type 1 or type 2 SOC 1 report are not implemented at the user
entity
c. Controls that may be needed at the service organization that do
not appear to have been implemented or that were implemented,
but are not operating effectively
10.38 The auditor also may communicate other control-related matters,
including deficiencies that are not significant deficiencies or material weaknesses.
10.39 Paragraphs .12–.13 of AU-C section 265 state that the auditor also
should communicate to management at an appropriate level of responsibility,
on a timely basis, (a) in writing, significant deficiencies and material weaknesses that the auditor has communicated or intends to communicate to those
charged with governance, unless it would be inappropriate to communicate
directly to management in the circumstances, and (b) in writing or orally,
other deficiencies in internal control identified during the audit that have not
been communicated to management by other parties and that, in the auditor's
20
AU-C section 265, Communicating Internal Control Related Matters Identified in an Audit
(AICPA, Professional Standards), is not applicable if the auditor is engaged to report on the effectiveness of an entity's internal control over financial reporting under AT section 501, An Examination
of an Entity's Internal Control Over Financial Reporting That Is Integrated With an Audit of Its
Financial Statements (AICPA, Professional Standards).
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professional judgment, are of sufficient importance to merit management's attention. If other deficiencies in internal control are communicated orally, the
auditor should document the communication. The communication should be no
later than 60 days following the report release date.21 For further guidance,
see AU-C section 265.

DOL Access to Auditors’ Working Papers
10.40 The DOL believes that, under ERISA, it has a legal right to access
auditor working papers supporting the audited financial statements attached to
the Form 5500. Consequently, the DOL may request an on-site or off-site review
of auditor working papers as part of its ongoing enforcement activities. When
the engagement letter is prepared, the auditor may want to include a statement
that the DOL and other regulatory agencies may request access to the auditor's
working papers. (See the example in exhibit 2-5 in chapter 2 of this guide.) See
Interpretation No. 1, "Providing Access to or Copies of Audit Documentation
to a Regulator," of AU-C section 230 (AICPA, Professional Standards, AU-C
sec. 9230 par. .01–.15), for additional guidance on providing access to working
papers.

21
See paragraph .14 of AU-C section 230, Audit Documentation (AICPA, Professional Standards), for additional guidance related to the report release date.
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Chapter 11

The Auditor’s Report
11.01 Department of Labor (DOL) regulations require the auditor to form
an opinion on the financial statements and offer an opinion on the supplemental
schedules accompanying the financial statements. The supplemental schedules
are required by the Employee Retirement Income Security Act of 1974 (ERISA)
and DOL regulations.
11.02 The auditor should form an opinion on whether the financial statements are presented fairly, in all material respects, in accordance with the
applicable financial reporting framework. For purposes of this chapter, the
applicable financial reporting framework is accounting principles generally accepted in the United States of America as promulgated by FASB (U.S. GAAP),
unless otherwise noted (for example, modified cash basis of accounting, which
is considered a special purpose framework). See paragraphs 11.18–.24 for guidance when reporting on supplementary information.

What This Chapter Provides
11.03 This chapter primarily presents illustrative auditor's reports on
employee benefit plan financial statements prepared in accordance with the
following AU-C sections of AICPA Professional Standards:

r
r
r
r

AU-C section 700A, Forming an Opinion and Reporting on Financial Statements
AU-C section 705, Modifications to the Opinion in the Independent
Auditor's Report
AU-C section 706, Emphasis-of-Matter Paragraphs and OtherMatter Paragraphs in the Independent Auditor's Report
AU-C section 800, Special Considerations—Audits of Financial
Statements Prepared in Accordance With Special Purpose Frameworks
Note

This chapter primarily pertains to reports prepared in accordance with generally accepted auditing standards (GAAS) (for example, financial statements
to be filed with the DOL). When reporting on an audit of the financial statements of an issuer (for example, financial statements to be included in a Form
11-K to be filed with the SEC), the standards of the PCAOB would apply. In
the case of the audit of the financial statements of an issuer, the auditor
will need to conduct their audit in accordance with both GAAS and PCAOB
standards and prepare two separate audit reports: a GAAS report for filing
with the DOL and a PCAOB report for filing with the SEC. See paragraphs
11.40–.45 for further discussion about the form of the auditor's report for an
audit engagement in accordance with PCAOB standards, when filing Form
11-K with the SEC.
11.04 The following table lists the illustrative auditor reports included
in this chapter. Although the illustrations are for single employer plans, the
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reporting elements are the same for all plans; therefore, these illustrations
may be adapted for multiemployer or multiple employer plans, as appropriate.

Circumstances

Paragraph
Reference

Unmodified Opinion on the Financial Statements
Defined Contribution Retirement Plans (DC
plans)
a. 401(k) plan prepared in accordance with accounting
principles generally accepted in the United States of
America

11.25

b. 401(k) plan prepared in accordance with a special
purpose framework (modified cash basis)

11.34

Defined Benefit Pension Plans (DB plans)
a. DB plans assuming end-of-year benefit information
date

11.35

b. DB plans assuming beginning-of-year benefit
information date

11.36

Health and Welfare Benefit Plans (H&W plans)
a. Defined benefit H&W plans

11.37

Trust Financial Statements
a. Trust financial statements established under a plan

11.38

Form 11-K Audits
a. Form 11-K filing with the Securities and Exchange
Commission

11.44

Full-Scope Audits
Unmodified Opinions on the Financial
Statements With Modifications to the Report on
Supplementary Information
a. Additional communication added to the auditor's
report due to omitted information from a schedule
required by the Department of Labor (DOL)

11.50

b. Additional communication added to the auditor's
report due to an omitted DOL-required schedule

11.51

c. Qualified report on supplementary information due
to omitted information from a DOL-required
schedule

11.52

d. Qualified report on supplementary information
when disclosure of a material prohibited transaction
with a party in interest has been omitted from a
DOL-required schedule

11.54
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Circumstances
e. Additional communication added to the report on
supplementary information because disclosure of a
prohibited transaction with a party in interest that
is not material to the financial statements has been
omitted from a DOL-required schedule

Paragraph
Reference

11.55

Modified Opinions on the Financial Statements
a. Qualified opinion on the financial statements and
qualified report on supplementary information for a
profit sharing plan because a material prohibited
transaction with a party in interest that is also a
related party transaction has not been properly
disclosed in the notes to the financial statements or
DOL-required supplemental schedules

11.56

b. Disclaimer of opinion on audit of multiemployer
plan due to a scope limitation

11.80

Limited-Scope Audit Reports Under DOL
Regulations
a. Standard limited-scope audit report

11.64

b. Limited-scope audit in prior year; full-scope audit in
current year

11.67

c. Limited-scope audit in current year; full-scope audit
in prior year

11.69

d. Limited-scope audit in current year; prior year
limited-scope audit performed by other auditors

11.71

e. Change in trustee

11.72

Standard Limited-Scope Audit Report With
Modifications to the Report on Supplemental
Schedules
a. Other-matter paragraph added to the auditor's
report due to omitted DOL-required schedule

11.78

b. Modified report on the supplemental schedules due
to omitted information from a DOL-required
schedule

11.79

11.05 In addition, this chapter discusses how the auditor may report in
the following situations:
a. Accumulated plan benefits—accounting principles generally accepted in the United States of America (GAAP) departures and
changes in accounting estimates (See paragraphs 11.81–.83.)
b. Terminating plans (See paragraphs 11.84–.85.)
c. Going concern (See paragraph 11.86.)
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d. Initial audits (See paragraph 11.87.)
e. Prior period financial statements not audited (See paragraphs
11.88–.90.)

Background
11.06 When the auditor is forming an opinion and issuing an auditor's
report in connection with an audit of financial statements, AU-C section 700A
is applicable. AU-C section 705 addresses how the form and content of the
auditor's report are affected when the auditor expresses a modified opinion
(qualified, adverse, or disclaimer of opinion), and AU-C section 706 addresses
situations when the auditor considers it necessary, or is required, to include
additional communications in the auditor's report that are not modifications to
the auditor's opinion (emphasis-of-matter paragraphs and other-matter paragraphs).

Forming an Opinion
11.07 In order to form an opinion on the financial statements, paragraph
.14 of AU-C section 700A states that the auditor should conclude whether
the auditor has obtained reasonable assurance about whether the financial
statements as a whole are free from material misstatement, whether due to
fraud or error. In addition to the auditor's conclusions in accordance with AUC section 330, Performing Audit Procedures in Response to Assessed Risks
and Evaluating the Audit Evidence Obtained (AICPA, Professional Standards),
about whether sufficient appropriate audit evidence has been obtained and
AU-C section 450, Evaluation of Misstatements Identified During the Audit
(AICPA, Professional Standards), about whether uncorrected misstatements
are material, individually or in aggregate, the auditor's conclusions should
also take into account the following evaluations, in accordance with paragraphs
.15–.16 of AU-C section 700A:
a. The auditor should evaluate whether the financial statements are
prepared, in all material respects, in accordance with the requirements of the applicable financial reporting framework (for example, U.S. GAAP or a special purpose framework). This evaluation
should include consideration of the qualitative aspects of the entity's accounting practices, including indicators of possible bias in
management's judgments.
b. In particular, the auditor should evaluate whether, in view of the
requirements of the applicable financial reporting framework, the
i. financial statements adequately disclose the significant
accounting policies selected and applied.
ii. accounting policies selected and applied are consistent
with the applicable financial reporting framework and are
appropriate.
iii. accounting estimates made by management are reasonable.
iv. information presented in the financial statements is relevant, reliable, comparable, and understandable.
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v. financial statements provide adequate disclosures to enable the intended users to understand the effect of material transactions and events on the information conveyed
in the financial statements.
vi. terminology used in the financial statements, including
the title of each financial statement, is appropriate.
11.08 In accordance with paragraph .17 of AU-C section 700A, the auditor's evaluation about whether the financial statements achieve fair presentation should also include consideration of the following:
a. The overall presentation, structure, and content of the financial
statements
b. Whether the financial statements, including the related notes, represent the underlying transactions and events in a manner that
achieves fair presentation
11.09 Further, paragraph .18 of AU-C section 700A states that the auditor should evaluate whether the financial statements adequately refer to or
describe the applicable financial reporting framework.

Unmodified Opinion
11.10 The auditor should express an unmodified opinion, in accordance
with AU-C section 700A, when the auditor concludes that the financial statements are presented fairly, in all material respects, in accordance with the
applicable financial reporting framework.1

Modified Opinions
11.11 Paragraph .20 of AU-C section 700A states that the auditor should
modify the opinion in the auditor's report, in accordance with AU-C section
705, if the auditor
a. concludes that, based on the audit evidence obtained, the financial
statements as a whole are materially misstated or
b. is unable to obtain sufficient appropriate audit evidence to conclude
that the financial statements as a whole are free from material
misstatement.
11.12 If the auditor concludes that the financial statements do not achieve
fair presentation, the auditor should discuss the matter with management
and, depending on how the matter is resolved, should determine whether it
is necessary to modify the opinion in the auditor's report in accordance with
AU-C section 705.2
11.13 The following table illustrates how the auditor's professional judgment about the nature of the matter giving rise to the modification and the
pervasiveness of its effects or possible effects on the financial statements affects the type of opinion to be expressed (see paragraph .A1 of AU-C section
705):

1
See paragraph .19 of AU-C section 700A, Forming an Opinion and Reporting on Financial
Statements (AICPA, Professional Standards).
2
See paragraph .20 of AU-C section 700A.
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Auditor’s Professional Judgment About
the Pervasiveness of the Effects or
Possible Effects on the Financial
Statements
Nature of Matter Giving
Rise to the Modification

Material but Not
Pervasive

Material and
Pervasive

Financial statements are
materially misstated

Qualified opinion

Adverse opinion

Inability to obtain sufficient
appropriate audit evidence

Qualified opinion

Disclaimer of opinion

11.14 Generally, the DOL will reject Form 5500, Annual Return/Report
of Employee Benefit Plan, filings that contain modified opinions, other than the
disclaimer of opinion issued in connection with a limited-scope audit pursuant
to Title 29 U.S. Code of Federal Regulations (CFR) Part 2520.103-8 or -12. If
the employee benefit plan financial statements are materially misstated, or the
auditor is unable to obtain sufficient appropriate audit evidence on which to
form an opinion, then the guidance in AU-C section 705 applies.

Addressing the Auditor’s Report
11.15 Paragraph .24 of AU-C section 700A states that the auditor's report
should be addressed as required by the circumstances of the engagement. For
employee benefit plans, the report may be addressed to the plan or trust whose
financial statements are being audited, the plan administrator or board of
trustees, or participants and beneficiaries.

Dating of the Auditor’s Report
11.16 The auditor's report should be dated no earlier than the date on
which the auditor has obtained sufficient appropriate audit evidence on which
to base the auditor's opinion on the financial statements. Paragraph .41 of AUC section 700A states that this includes evidence that (a) the audit documentation has been reviewed; (b) all the statements that the financial statements
comprise, including the related notes, have been prepared; and (c) management
has asserted that they have taken responsibility for those financial statements.

Content of the Auditor’s Report
11.17 The auditor's report should be in writing. The following is a list of
elements that should be included in the auditor's report, in accordance with
paragraphs .23–.41 of AU-C section 700A. See AU-C section 700A for the specific requirements related to each of these elements:
a. Title (paragraph .23 of AU-C section 700A)
b. Addressee (paragraph .24 of AU-C section 700A)
c. Introductory paragraph (paragraph .25 of AU-C section 700A)
d. Management's responsibility for the financial statements (paragraphs .26–.28 of AU-C section 700A)
e. Auditor's responsibility (paragraphs .29–.33 of AU-C section 700A)
f. Auditor's opinion (paragraphs .34–.36 of AU-C section 700A)
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g. Other reporting responsibilities (paragraphs .37–.38 of AU-C sections 700A)
h. Signature of the auditor (paragraph .39 of AU-C section 700A)
i. Auditor's address (paragraph .40 of AU-C section 700A)
j. Date of the auditor's report (paragraph .41 of AU-C section 700A)

Supplemental Schedules Relating to ERISA and DOL
Regulations (Full-Scope Audits for Nonissuers)
11.18 Besides the financial statements and related disclosures, which
may conform to the requirements of FASB Accounting Standards Codification (ASC) 960, Plan Accounting—Defined Benefit Pension Plans; 962, Plan
Accounting—Defined Contribution Pension Plans; and 965, Plan Accounting—
Health and Welfare Benefit Plans, ERISA and DOL regulations require additional information to be disclosed in the financial statements or presented in
the supplemental schedules. Some of this information is required to be covered
by the auditor's report (for example, supplemental schedules; see paragraph
A.52b). The information required by ERISA and the regulations is described
in appendix A, "ERISA and Related Regulations," of this guide. Because the
supplemental schedules are required by ERISA and DOL regulations, not a
designated accounting standard setter, the supplemental schedules are not
considered required supplementary information, as defined in AU-C section
730, Required Supplementary Information (AICPA, Professional Standards);
therefore, AU-C section 730 does not apply.

Full-Scope Audit Considerations
Note
For guidance when performing a limited-scope audit (as permitted under
29 CFR 2520.103-8 of the DOL's rules and regulations for reporting and
disclosure under ERISA), see paragraphs 11.61–.63.
For audits of issuers (for example, Form 11-K audits), see paragraphs 11.40–
.45.
11.19 When performing a full-scope audit of an employee benefit plan, the
auditor is typically engaged to report on whether the supplemental schedules
that are required to be covered by the auditor's report are fairly presented
in relation to the financial statements as a whole; therefore, AU-C section
725, Supplementary Information in Relation to the Financial Statements as a
Whole (AICPA, Professional Standards), applies. Paragraphs .05–.08 of AU-C
section 725 require certain audit procedures to be performed in addition to the
procedures performed during the audit of the financial statements in order for
the auditor to provide such an opinion on the supplemental schedules. AU-C
section 725 also provides guidance on the form and content of the report. When
the plan presents the supplemental schedules with the financial statements,
the auditor should report on the supplementary information in either an othermatter paragraph, in accordance with AU-C section 706, or a separate report
on the supplemental schedules.
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11.20 Paragraph .09 of AU-C section 725 states that the other-matter
paragraph or separate report, in those circumstances, should include the following elements:
a. A statement that the audit was conducted for the purpose of forming an opinion on the financial statements as a whole
b. A statement that the supplementary information is presented for
purposes of additional analysis and is not a required part of the
financial statements
c. A statement that the supplementary information is the responsibility of management and was derived from, and relates directly to,
the underlying accounting and other records used to prepare the
financial statements
d. A statement that the supplementary information has been subjected to the auditing procedures applied in the audit of the financial statements and certain additional procedures, including
comparing and reconciling such information directly to the underlying accounting and other records used to prepare the financial
statements or to the financial statements themselves and other
additional procedures, in accordance with auditing standards generally accepted in the United States of America
e. If the auditor issues an unmodified opinion on the financial statements and the auditor has concluded that the supplementary information is fairly stated, in all material respects, in relation to
the financial statements as a whole, a statement that, in the auditor's opinion, the supplementary information is fairly stated, in
all material respects, in relation to the financial statements as a
whole
f. If the auditor issues a qualified opinion on the financial statements
and the qualification has an effect on the supplementary information, a statement that, in the auditor's opinion, except for the effects
on the supplementary information of (refer to the paragraph in the
auditor's report explaining the qualification), such information is
fairly stated, in all material respects, in relation to the financial
statements as a whole
11.21 When the auditor's report on the audited financial statements contains an adverse opinion or a disclaimer of opinion and the auditor has been
engaged to report on whether the supplementary information is fairly stated,
in all material respects, in relation to such financial statements as a whole,
the auditor is precluded from expressing an opinion on the supplementary
information. See paragraph .11 of AU-C section 725 for further guidance.
11.22 The following is an illustration of an other-matter paragraph that
has been added to the auditor's report on the financial statements of an employee benefit plan (full-scope audit in accordance with GAAS).
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Circumstances include the following:

r
r
r
r

The auditor has been engaged to report on the supplementary information under AU-C section 725.
The auditor has expressed an unmodified opinion on the financial
statements of the plan.
The auditor has concluded that the supplementary information required by ERISA and DOL regulations is fairly stated, in all material
respects, in relation to the financial statements as a whole.
The auditor is reporting on the supplementary information by adding
an other-matter paragraph to the auditor's report on the financial
statements.

Report on Supplementary Information3
Our audits were conducted for the purpose of forming an opinion on
the financial statements as a whole. The supplemental schedules of
[identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the financial statements but are supplementary information required by
the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of
1974. Such information is the responsibility of the Plan's management
and was derived from and relates directly to the underlying accounting
and other records used to prepare the financial statements. The information has been subjected to the auditing procedures applied in the
audits of the financial statements and certain additional procedures,
including comparing and reconciling such information directly to the
underlying accounting and other records used to prepare the financial
statements or to the financial statements themselves, and other additional procedures in accordance with auditing standards generally
accepted in the United States of America. In our opinion, the information is fairly stated in all material respects in relation to the financial
statements as a whole.
11.23 In accordance with paragraph .13 of AU-C section 725, if the auditor
concludes, on the basis of the procedures performed, that the supplementary
information is materially misstated in relation to the financial statements as
a whole, the auditor should discuss the matter with management and propose
appropriate revision of the supplementary information. If management does
not revise the supplementary information, the auditor should either

3
The auditor is reporting on the supplemental schedules in an other-matter paragraph, as
required by AU-C section 725, Supplementary Information in Relation to the Financial Statements as a Whole (AICPA, Professional Standards). In accordance with paragraph .08 of AU-C
section 706, Emphasis-of-Matter Paragraphs and Other-Matter Paragraphs in the Independent Auditor's Report (AICPA, Professional Standards), the heading "Other Matter" or other appropriate
heading should be used when including an other-matter paragraph in the auditor's report. In
this illustration the heading "Report on Supplementary Information" is used rather than "Other
Matter."
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a. modify the auditor's opinion on the supplemental schedules and
describe the misstatement in the auditor's report or
b. if a separate report is being issued on the supplemental schedules,
withhold the auditor's report on the supplemental schedules.
Note
Generally, the DOL will reject a Form 5500 filing that contains a qualified,
an adverse, or a disclaimer of opinion, other than those issued in connection
with a limited-scope audit pursuant to 29 CFR Part 2520.103-8 or -12.

Reporting on Form 11-K Audit When Filing With the SEC
11.24 Plans that are required to file Form 11-K are deemed to be issuers
and must submit to the SEC an audit performed in accordance with the auditing and related professional practice standards promulgated by the PCAOB.
Accordingly, when reporting on supplementary information for filing with the
SEC, PCAOB Auditing Standard No. 17, Auditing Supplemental Information
Accompanying Audited Financial Statements (AICPA, PCAOB Standards and
Related Rules), applies. See paragraph 11.40 for a discussion and illustration
when reporting on a Form 11-K audit.
Note
For plans filing Form 11-K, refer to PCAOB standards for additional requirements over supplementary information.

Unmodified Opinions—Defined Contribution
Retirement Plans
401(k) Plan (U.S. GAAP)
11.25 The following is an illustration of a 401(k) plan with an unmodified
opinion.
Circumstances include the following:

r
r
r

The report contains an unmodified opinion on the financial statements of a 401(k) plan prepared in accordance with U. S. GAAP
(full-scope audit).
The auditor has been engaged to report on the ERISA supplemental schedules, in accordance with AU-C section 725, and the auditor concludes that the supplemental schedules are fairly stated,
in all material respects, in relation to the financial statements as a
whole.
The auditor reports on the supplemental schedules in an other-matter
paragraph included in the auditor's report, in accordance with paragraph .09 of AU-C section 725 and AU-C section 706.
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Independent Auditor's Report
[Appropriate Addressee]
Report on the Financial Statements4
We have audited the accompanying financial statements of ABC 401(k)
Plan, which comprise the statements of net assets available for benefits as of December 31, 20X2 and 20X1, and the related statement of
changes in net assets available for benefits for the year ended December 31, 20X2, and the related notes to the financial statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation
of these financial statements in accordance with accounting principles
generally accepted in the United States of America; this includes the
design, implementation, and maintenance of internal control relevant
to the preparation and fair presentation of financial statements that
are free from material misstatement, whether due to fraud or error.
Auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based on our audits. We conducted our audits in accordance
with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free from material misstatement.
An audit involves performing procedures to obtain audit evidence
about the amounts and disclosures in the financial statements. The
procedures selected depend on the auditor's judgment, including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or error. In making those risk assessments, the auditor considers internal control relevant to the entity's
preparation and fair presentation of the financial statements in order
to design audit procedures that are appropriate in the circumstances,
but not for the purpose of expressing an opinion on the effectiveness of
the entity's internal control.5 Accordingly, we express no such opinion.
An audit also includes evaluating the appropriateness of accounting
policies used and the reasonableness of significant accounting estimates made by management, as well as evaluating the overall presentation of the financial statements.
We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our audit opinion.
Opinion
In our opinion, the financial statements referred to above present
fairly, in all material respects, the net assets available for benefits of
4
The subtitle "Report on the Financial Statements" is unnecessary when the second subtitle,
"Report on Other Legal and Regulatory Requirements," is not applicable. In this illustration, the
heading "Report on the Financial Statements" has been included even though there is no report on
other legal and regulatory requirements included in this report.
5
In circumstances when the auditor also has responsibility to express an opinion on the effectiveness of internal control in conjunction with the audit of the financial statements, this sentence
would be worded as follows: "In making those risk assessments, the auditor considers internal control relevant to the entity's preparation and fair presentation of the financial statements in order to
design audit procedures that are appropriate in the circumstances." In addition, the next sentence,
"Accordingly, we express no such opinion." would not be included.
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the Plan as of December 31, 20X2 and 20X1, and the changes in net
assets available for benefits for the year ended December 31, 20X2,
in accordance with accounting principles generally accepted in the
United States of America.
Report on Supplementary Information6
Our audits were conducted for the purpose of forming an opinion on
the financial statements as a whole. The supplemental schedules of
[identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the financial statements but are supplementary information required by
the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of
1974. Such information is the responsibility of the Plan's management
and was derived from and relates directly to the underlying accounting
and other records used to prepare the financial statements. The information has been subjected to the auditing procedures applied in the
audits of the financial statements and certain additional procedures,
including comparing and reconciling such information directly to the
underlying accounting and other records used to prepare the financial
statements or to the financial statements themselves, and other additional procedures in accordance with auditing standards generally
accepted in the United States of America. In our opinion, the information is fairly stated in all material respects in relation to the financial
statements as a whole.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

401(k) Plan—Special Purpose Framework
11.26 DOL regulations permit, but do not require, financial statements
included in the annual report (Form 5500) to be prepared on a basis of accounting other than U.S. GAAP (for example a special purpose framework such as
a modified cash basis of accounting.). In such cases, they do not prohibit variances from U.S. GAAP if the variances are described in a note to the financial
statements.7
11.27 A common example of the use of a basis other than U.S. GAAP
is financial statements prepared on the modified cash basis of accounting for
filing with the DOL. AU-C section 800, addresses special considerations in
the application of AU-C sections 200–700 to an audit of financial statements
prepared in accordance with a special purpose framework, which is a cash,
a tax, a regulatory, a contractual, or an other basis of accounting. A cash
basis of accounting is defined as a basis of accounting that the entity uses to
record cash receipts and disbursements and modifications of the cash basis
6
See footnote 3. Also see paragraphs 11.18–.24 for discussion when reporting on the supplemental schedules when performing a full-scope audit.
7
Paragraph .15 of AU-C section 800, Special Considerations—Audits of Financial Statements
Prepared in Accordance With Special Purpose Frameworks (AICPA, Professional Standards), requires
the auditor to adequately describe how the special purpose framework differs from generally accepted
accounting principles. Also see paragraph A.52 in appendix A, "ERISA and Related Regulations," of
this guide.
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having substantial support. For an employee benefit plan, cash basis financial
statements that adjust investments to fair value are typically considered to be
prepared on a modified cash basis of accounting.
11.28 Paragraph .15 of AU-C section 800 states that in an audit of special
purpose financial statements, the auditor should evaluate whether the financial
statements are suitably titled, include a summary of significant accounting
policies, and adequately describe how the special purpose framework differs
from GAAP.
11.29 Paragraph .17 of AU-C section 800 states that in an audit of special
purpose financial statements, when the special purpose financial statements
contain items that are the same as or similar to, those in financial statements
prepared in accordance with GAAP, the auditor should evaluate whether the
financial statements include informative disclosures similar to those required
by GAAP. Paragraph .A21 of AU-C section 800 further notes that disclosures
in special purpose financial statements may substitute qualitative information
for some of the quantitative information required by GAAP or may provide information that communicates the substance of those requirements. Appendix
B, "Fair Presentation and Adequate Disclosures," of AU-C section 800 provides additional guidance on evaluating the adequacy of disclosures in financial
statements prepared in accordance with a special purpose framework, including matters related to the presentation of financial statements.
11.30 If the plan administrator prepares financial statements on a modified cash basis or other special purpose framework, the plan administrator
might consider not disclosing or qualitatively disclosing information regarding
accumulated plan benefits (such as the amount of the plan's estimated accumulated plan benefits or accumulated benefit obligations, as applicable, and
the amount of accumulated benefit obligations by type [for example, claims
payable, incurred but not reported, accumulated eligibility credits, and postretirement benefit obligations]). Normally, the plan would be unable to properly
communicate the substance of these disclosures without providing the disclosures quantitatively. It may be acceptable to condense some of the quantitative
disclosures (for example, to disclose the total amount currently payable to or
for participants, beneficiaries, and dependents without breaking out how much
relates to health claims payable versus death and disability benefits payable).
If such disclosures are not made, then the auditor may modify the auditor's
opinion on the financial statements in accordance with AU-C section 705, as
applicable.
11.31 The auditor should also evaluate whether additional disclosures,
beyond those specifically required by the framework, related to matters that
are not specifically identified on the face of the financial statements or other
disclosures are necessary for the financial statements to achieve fair presentation. For example, these disclosures may include matters about related party
transactions, restrictions on assets, subsequent events, and significant uncertainties. In such circumstances, the special purpose financial statements would
include the same disclosures required by GAAP or disclosures that communicate the substance of those requirements.
11.32 In accordance with paragraph .18 of AU-C section 800, in the case
of an auditor's report on special purpose financial statements, the explanation
of management's responsibility for the financial statements should also make
reference to its responsibility for determining that the applicable financial
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reporting framework is acceptable in the circumstances when management has
a choice of financial reporting frameworks in the preparation of such financial
statements.
11.33 The auditor's report on special purpose financial statements should
include an emphasis-of-matter paragraph, under an appropriate heading, that
(a) indicates that the financial statements are prepared in accordance with the
applicable special purpose framework, (b) refers to the note to the financial
statements that describes that framework, and (c) states that the special purpose framework is a basis of accounting other than GAAP. See paragraph .19
of AU-C section 800.
11.34 The following is an illustration of an auditor's report on a 401(k)
plan prepared on the modified cash basis of accounting.

Circumstances include the following:

r
r
r

The report contains an unmodified opinion on the financial statements of a 401(k) plan prepared on the modified cash basis of accounting (full-scope audit).
The auditor has been engaged to report on the ERISA supplemental
schedules, in accordance with AU-C section 725, and the auditor
concludes that the supplemental schedules are fairly stated, in all
material respects, in relation to the financial statements as a whole.
The auditor reports on the supplemental schedules in an other-matter
paragraph included in the auditor's report, in accordance with paragraph .09 of AU-C section 725 and AU-C section 706.
Independent Auditor's Report
[Addressee]
Report on the Financial Statements8
We have audited the accompanying financial statements of XYZ 401(k)
Plan, which comprise the statements of net assets available for benefits (modified cash basis) as of December 31, 20X2 and 20X1, and
the related statement of changes in net assets available for benefits
(modified cash basis) for the year ended December 31, 20X2, and the
related notes to the financial statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation of these financial statements in accordance with the modified
cash basis of accounting described in Note X; this includes determining that the modified cash basis of accounting is an acceptable basis
for the preparation of the financial statements in the circumstances.
Management is also responsible for the design, implementation, and
maintenance of internal control relevant to the preparation and fair
presentation of financial statements that are free from material misstatement, whether due to fraud or error.

8

See footnote 4.
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Auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based on our audits. We conducted our audits in accordance
with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free from material misstatement.
An audit involves performing procedures to obtain audit evidence
about the amounts and disclosures in the financial statements. The
procedures selected depend on the auditor's judgment, including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or error. In making those risk assessments, the auditor considers internal control relevant to the entity's
preparation and fair presentation of the financial statements in order
to design audit procedures that are appropriate in the circumstances,
but not for the purpose of expressing an opinion on the effectiveness of
the entity's internal control.9 Accordingly, we express no such opinion.
An audit also includes evaluating the appropriateness of accounting
policies used and the reasonableness of significant accounting estimates made by management, as well as evaluating the overall presentation of the financial statements.
We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our audit opinion.
Opinion
In our opinion, the financial statements referred to above present
fairly, in all material respects, the net assets available for benefits of
the Plan (modified cash basis) as of December 31, 20X2 and 20X1, and
the changes in net assets available for benefits (modified cash basis)
for the year ended December 31, 20X2, in accordance with the modified
cash basis of accounting described in Note X.
Basis of Accounting
We draw attention to Note X to the financial statements, which describes the basis of accounting. The financial statements are prepared
on the modified cash basis of accounting, which is a basis of accounting other than accounting principles generally accepted in the United
States of America. Our opinion is not modified with respect to this
matter.
Report on Supplementary Information10
Our audits were conducted for the purpose of forming an opinion on the
financial statements as a whole. The supplemental schedules (modified cash basis) of [identify titles of schedules and period covered] are
presented for the purpose of additional analysis and are not a required part of the financial statements, but are supplementary information required by the Department of Labor's Rules and Regulations
for Reporting and Disclosure under the Employee Retirement Income
Security Act of 1974. Such information is the responsibility of the
Plan's management and was derived from and relates directly to the
9

See footnote 5.
See footnote 3. Also see paragraphs 11.18–.24 for discussion when reporting on the supplemental schedules when performing a full-scope audit.
10

©2016, AICPA

AAG-EBP 11.34

582

Employee Benefit Plans

underlying accounting and other records used to prepare the financial statements. The information has been subjected to the auditing
procedures applied in the audits of the financial statements and certain additional procedures, including comparing and reconciling such
information directly to the underlying accounting and other records
used to prepare the financial statements or to the financial statements
themselves, and other additional procedures in accordance with auditing standards generally accepted in the United States of America.
In our opinion, the information is fairly stated in all material respects
in relation to the financial statements as a whole.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

Unmodified Opinions—Defined Benefit Pension Plans
Illustration of Auditor’s Report on Financial Statements
of Defined Benefit Pension Plan Assuming End-of-Year
Benefit Information Date
11.35 The following is an illustration of an auditor's report on the financial
statements of a defined benefit pension plan (DB plan) assuming an end-of-year
benefit information date.

Circumstances include the following:

r
r
r
r

r
r

The report contains an unmodified opinion on the financial statements of a DB plan prepared in accordance with U.S GAAP (fullscope audit).
The plan presents comparative statements of net assets available for
benefits and a single-year statement of changes in net assets available
for benefits.
The plan uses an end-of-year benefit information date.
The information regarding the actuarial present value of accumulated plan benefits and changes therein is presented in separate statements within the financial statements and comparative statements of
accumulated plan benefits and a single year statement of changes in
accumulated plan benefits are presented. (See paragraph 6.14–.15 of
this guide.)
The auditor has been engaged to report on the ERISA supplemental
schedules, in accordance with AU-C section 725, and the auditor
concludes that the supplemental schedules are fairly stated, in all
material respects, in relation to the financial statements as a whole.
The auditor reports on the supplemental schedules in an other-matter
paragraph included in the auditor's report, in accordance with paragraph .09 of AU-C section 725 and AU-C section 706.
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Note
FASB ASC 960 permits variation in the presentation of information regarding the actuarial present value of accumulated plan benefits and changes
therein. If such information is not presented in separate financial statements
but is presented on the face of one or more financial statements or the notes
thereto, the opening paragraph of the auditor's report should refer only to
the financial statements that are presented. For example, if information regarding accumulated plan benefits and changes therein is presented in the
notes to the financial statements regarding net assets available for benefits
and changes therein, the first sentence of the auditor's report might read
as follows: "We have audited the accompanying financial statements of XYZ
Pension Plan, which comprise the statements of net assets available for benefits as of December 31, 20X2 and 20X1, the related statement of changes in
net assets available for benefits for the year ended December 31, 20X2 and
the related notes to the financial statements." The wording of the opinion
paragraph would be the same as in the illustration and would refer to the
financial status of the plan.
Independent Auditor's Report
[Appropriate Addressee]
Report on the Financial Statements11
We have audited the accompanying financial statements of XYZ Pension Plan, which comprise the statements of net assets available for
benefits and of accumulated plan benefits as of December 31, 20X2
and 20X1, and the related statements of changes in net assets available for benefits and of changes in accumulated plan benefits for the
year ended December 31, 20X2, and the related notes to the financial
statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation
of these financial statements in accordance with accounting principles
generally accepted in the United States of America; this includes the
design, implementation, and maintenance of internal control relevant
to the preparation and fair presentation of financial statements that
are free from material misstatement, whether due to fraud or error.
Auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based on our audits. We conducted our audits in accordance
with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free from material misstatement.
An audit involves performing procedures to obtain audit evidence
about the amounts and disclosures in the financial statements. The
procedures selected depend on the auditor's judgment, including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or error. In making those risk assessments, the auditor considers internal control relevant to the entity's
11

See footnote 4.
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preparation and fair presentation of the financial statements in order to design audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity's internal control.12 Accordingly, we express no
such opinion. An audit also includes evaluating the appropriateness
of accounting policies used and the reasonableness of significant accounting estimates made by management, as well as evaluating the
overall presentation of the financial statements.
We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our audit opinion.
Opinion
In our opinion, the financial statements referred to above present
fairly, in all material respects, the financial status of the Plan as of
December 31, 20X2 and 20X1, and the changes in its financial status
for the year ended December 31, 20X2, in accordance with accounting
principles generally accepted in the United States of America.13
Report on Supplementary Information14
Our audits were conducted for the purpose of forming an opinion on
the financial statements as a whole. The supplemental schedules of
[identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the financial statements but are supplementary information required by
the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of
1974. Such information is the responsibility of the Plan's management
and was derived from and relates directly to the underlying accounting
and other records used to prepare the financial statements. The information has been subjected to the auditing procedures applied in the
audits of the financial statements and certain additional procedures,
including comparing and reconciling such information directly to the
underlying accounting and other records used to prepare the financial
statements or to the financial statements themselves, and other additional procedures in accordance with auditing standards generally
accepted in the United States of America. In our opinion, the information is fairly stated in all material respects in relation to the financial
statements as a whole.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]
12

See footnote 5.
FASB Accounting Standards Codification (ASC) 960, Plan Accounting—Defined Benefit Pension Plans, left unresolved the question of whether accumulated plan benefit information represents
a liability of a defined benefit pension plan (DB plan). Accordingly, because the financial statements
of a DB plan do not present information on accumulated plan benefits as a liability of the plan and
because they do not present an account comparable to the owners' equity of other types of entities, the
auditor's opinion in the illustrative reports does not refer to the presentation of the financial position
of the plan. The terms financial status and changes in financial status, as used here, refer to the
presentation of information regarding net assets available for plan benefits and changes therein and
information regarding accumulated plan benefits and changes therein as specified in FASB ASC 960.
14
See footnote 3. Also see paragraphs 11.18–.24 for discussion when reporting on the supplemental schedules when performing a full-scope audit.
13
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Illustration of Auditor’s Report on Financial Statements of DB Plan
Assuming Beginning-of-Year Benefit Information Date
11.36 The following is an illustration of an auditor's report on the financial
statements of a DB plan assuming a beginning-of-year benefit information
date.

Circumstances include the following:

r
r
r
r

r
r

The report contains an unmodified opinion on the financial statements of a DB pension plan prepared in accordance with U.S. GAAP
(full-scope audit).
The plan presents comparative statements of net assets available for
benefits and changes in net assets available for benefits.
The plan uses a beginning-of-year benefit information date.
The information regarding the actuarial present value of accumulated plan benefits and changes therein is presented in separate
statements within the complete financial statements and a single
year statement of accumulated plan benefits and changes in accumulated plan benefits are presented. (See paragraphs 6.14–.15 of this
guide.)
The auditor has been engaged to report on the ERISA supplemental schedules, in accordance with AU-C section 725, and the auditor concludes that the supplemental schedules are fairly stated,
in all material respects, in relation to the financial statements as a
whole.
The auditor reports on the supplemental schedules in an other-matter
paragraph included in the auditor's report, in accordance with paragraph .09 of AU-C section 725 and AU-C section 706.

Note
FASB ASC 960 permits variation in the presentation of information regarding the actuarial present value of accumulated plan benefits and changes
therein. If such information is not presented in separate financial statements
but is presented on the face of one or more financial statements or the notes
thereto, the opening paragraph of the auditor's report should refer only to
the financial statements that are presented. For example, if information regarding accumulated plan benefits and changes therein is presented in the
notes to the financial statements regarding net assets available for benefits
and changes therein, the first sentence of the auditor's report might read as
follows: "We have audited the accompanying financial statements of XYZ Pension Plan, which comprise the statements of net assets available for benefits
as of December 31, 20X2 and 20X1, and the related statements of changes in
net assets available for benefits for the year ended December 31, 20X2." The
wording of the opinion paragraph would be the same as in the illustration
and would refer to the financial status of the plan.
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Independent Auditor's Report
[Appropriate Addressee]
Report on the Financial Statements15
We have audited the accompanying financial statements of XYZ Pension Plan, which comprise the statements of net assets available for
benefits as of December 31, 20X2 and 20X1, and the related statements of changes in net assets available for benefits for the years then
ended and the statement of accumulated plan benefits as of December
31, 20X1, and the related statement of changes in accumulated plan
benefits for the year then ended, and the related notes to the financial
statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation
of these financial statements in accordance with accounting principles
generally accepted in the United States of America; this includes the
design, implementation, and maintenance of internal control relevant
to the preparation and fair presentation of financial statements that
are free from material misstatement, whether due to fraud or error.
Auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based on our audits. We conducted our audits in accordance
with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free from material misstatement.
An audit involves performing procedures to obtain audit evidence
about the amounts and disclosures in the financial statements. The
procedures selected depend on the auditor's judgment, including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or error. In making those risk assessments, the auditor considers internal control relevant to the entity's
preparation and fair presentation of the financial statements in order to design audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity's internal control.16 Accordingly, we express no
such opinion. An audit also includes evaluating the appropriateness
of accounting policies used and the reasonableness of significant accounting estimates made by management, as well as evaluating the
overall presentation of the financial statements.
We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our audit opinion.
Opinion
In our opinion, the financial statements referred to above present
fairly, in all material respects, information regarding the Plan's net
assets available for benefits as of December 31, 20X2 and changes
therein for the year then ended, and its financial status as of December
31, 20X1 and changes therein for the year then ended in accordance
15
16

See footnote 4.
See footnote 5.
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with accounting principles generally accepted in the United States of
America.17
Report on Supplementary Information18
Our audits were conducted for the purpose of forming an opinion on
the financial statements as a whole. The supplemental schedules of
[identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the financial statements but are supplementary information required by
the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of
1974. Such information is the responsibility of the Plan's management
and was derived from and relates directly to the underlying accounting
and other records used to prepare the financial statements. The information has been subjected to the auditing procedures applied in the
audits of the financial statements and certain additional procedures,
including comparing and reconciling such information directly to the
underlying accounting and other records used to prepare the financial
statements or to the financial statements themselves, and other additional procedures in accordance with auditing standards generally
accepted in the United States of America. In our opinion, the information is fairly stated in all material respects in relation to the financial
statements as a whole.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

Unmodified Opinion—Health and Welfare Benefit Plans
11.37 The following is an illustration of an auditor's report on the financial
statements of a defined benefit health and welfare benefit plan (H&W plan).
Circumstances include the following:

r
r
r
r

The report contains an unmodified opinion on the financial statements of a defined benefit H&W plan prepared in accordance with
U.S. GAAP (full-scope audit).
The plan presents comparative statements of net assets available for
benefits and a single-year statement of changes in net assets available
for benefits.
The auditor has been engaged to report on the ERISA supplemental
schedules, in accordance with AU-C section 725, and the auditor
concludes that the supplemental schedules are fairly stated, in all
material respects, in relation to the financial statements as a whole.
The auditor reports on the supplemental schedules in an other-matter
paragraph included in the auditor's report, in accordance with paragraph .09 of AU-C section 725 and AU-C section 706.

17

See footnote 13.
See footnote 3. Also see paragraphs 11.18–.24 for discussion when reporting on the supplemental schedules when performing a full-scope audit.
18
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Independent Auditor's Report
[Appropriate Addressee]
Report on the Financial Statements19
We have audited the accompanying financial statements of Allied Industries Benefit Plan, which comprise the statements of net assets
available for benefits and of plan benefit obligations as of December
31, 20X2 and 20X1, and the related statements of changes in net assets available for benefits and of changes in benefit obligations for the
year ended December 31, 20X2, and the related notes to the financial
statements.20
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation
of these financial statements in accordance with accounting principles generally accepted in the United States of America; this includes
the design, implementation, and maintenance of internal control relevant to the preparation and fair presentation of financial statements
that are free from material misstatement, whether due to fraud or
error.
Auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based on our audits. We conducted our audits in accordance
with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free from material misstatement.
An audit involves performing procedures to obtain audit evidence
about the amounts and disclosures in the financial statements. The
procedures selected depend on the auditor's judgment, including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or error. In making those risk assessments, the auditor considers internal control relevant to the entity's
preparation and fair presentation of the financial statements in order to design audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity's internal control.21 Accordingly, we express no
such opinion. An audit also includes evaluating the appropriateness
of accounting policies used and the reasonableness of significant accounting estimates made by management, as well as evaluating the
overall presentation of the financial statements.
We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our audit opinion.

19

See footnote 4.
For a defined contribution (DC) health and welfare (H&W) benefit plan, this paragraph would
be worded as follows: "We have audited the accompanying financial statements of Allied Industries
Health Plan, that comprise the statements of net assets available for benefits of Allied Industries
Health Plan as of December 31, 20X2 and 20X1, and the related statement of changes in net assets
available for benefits for the year ended December 31, 20X2, and the related notes to the financial
statements."
21
See footnote 5.
20
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Opinion
In our opinion, the financial statements referred to above present
fairly, in all material respects, the financial status of the Plan as of
December 31, 20X2 and 20X1, and the changes in its financial status
for the year ended December 31, 20X2, in accordance with accounting
principles generally accepted in the United States of America.
Report on Supplementary Information22
Our audits were conducted for the purpose of forming an opinion on
the financial statements as a whole. The supplemental schedules of
[identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the financial statements but are supplementary information required by
the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of
1974. Such information is the responsibility of the Plan's management
and was derived from and relates directly to the underlying accounting
and other records used to prepare the financial statements. The information has been subjected to the auditing procedures applied in the
audits of the financial statements and certain additional procedures,
including comparing and reconciling such information directly to the
underlying accounting and other records used to prepare the financial
statements or to the financial statements themselves, and other additional procedures in accordance with auditing standards generally
accepted in the United States of America. In our opinion, the information is fairly stated in all material respects in relation to the financial
statements as a whole.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

Unmodified Opinion—Reporting on the Financial
Statements of a Trust
11.38 Under both FASB ASC 960 and ERISA, the reporting entity is
the employee benefit plan. However, the plan administrator may engage an
independent auditor to report on the financial statements of a trust that is established to be a funding vehicle for the plan(s) (for example, a master trust or
voluntary employees' beneficiary association trust). The limited-scope exemption, as described in paragraphs 11.57–.60, applies to employee benefit plans.
If the auditor is engaged to report on the financial statements of a trust, the
full-scope auditing procedures would apply. In such audits, following the applicable auditing guidance contained in this guide would be appropriate. Users
of the financial statements of the trust may not be aware of the distinction
between the trust and plan. Therefore, when reporting on such a trust, the
auditor's report may explain that the financial statements of the trust do not
purport to present the financial status or changes in financial status of the plan

22
See footnote 3. Also see paragraphs 11.18–.24 for discussion when reporting on the supplemental schedules when performing a full-scope audit.
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in accordance with GAAP and that the financial statements do not purport to
satisfy the DOL reporting and disclosure requirements.
11.39 The following is an illustration of an auditor's report on the financial
statements of a master trust.
Circumstances include the following:

r
r

The report contains an unmodified opinion on the financial statements of a master trust that was established for the investment of assets of several defined benefit pension plans, prepared in accordance
with U.S. GAAP (single year).
The auditor includes an other-matter paragraph, following the opinion paragraph, to explain that the financial statements of the master
trust do not purport to present the financial status or changes in financial status of the participating defined benefit pension plans and
do not satisfy DOL reporting and disclosure requirements.
Independent Auditor's Report
[Addressee]
Report on the Financial Statements23
We have audited the accompanying financial statements of ABC Master Trust, which comprise the statement of net assets as of December
31, 20X2, and the related statement of changes in net assets for the
year then ended, and the related notes to the financial statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation
of these financial statements in accordance with accounting principles
generally accepted in the United States of America; this includes the
design, implementation, and maintenance of internal control relevant
to the preparation and fair presentation of financial statements that
are free from material misstatement, whether due to fraud or error.
Auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based on our audit. We conducted our audit in accordance with
auditing standards generally accepted in the United States of America. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements
are free from material misstatement.
An audit involves performing procedures to obtain audit evidence
about the amounts and disclosures in the financial statements. The
procedures selected depend on the auditor's judgment, including the
assessment of the risks of material misstatement of the financial
statements, whether due to fraud or error. In making those risk assessments, the auditor considers internal control relevant to the entity's preparation and fair presentation of the financial statements
in order to design audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the

23

See footnote 4.
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effectiveness of the entity's internal control.24 Accordingly, we express
no such opinion. An audit also includes evaluating the appropriateness of accounting policies used and the reasonableness of significant
accounting estimates made by management, as well as evaluating the
overall presentation of the financial statements.
We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our audit opinion.
Opinion
In our opinion, the financial statements referred to above present
fairly, in all material respects, the net assets of ABC Master Trust
as of December 31, 20X2, and the changes in its net assets for the
year then ended in accordance with accounting principles generally
accepted in the United States of America.
Other Matter25
The accompanying financial statements are those of ABC Master
Trust; these financial statements do not purport to present the financial status of the participating plans and do not contain certain
information on accumulated plan benefits and other disclosures necessary for a fair presentation of the financial status of the participating
plans in accordance with accounting principles generally accepted in
the United States of America. Further, these financial statements do
not purport to satisfy the Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974 relating to the financial statements of
employee benefit plans.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

Unmodified Opinion—Form 11-K Filings With the SEC
11.40 Plans that are required to file Form 11-K are deemed to be issuers
and must submit to the SEC an audit performed in accordance with the auditing
and related professional practice standards promulgated by the PCAOB. To
perform an audit for a plan that files Form 11-K, public accounting firms have to
be registered with the PCAOB. The PCAOB provides guidance on the auditor's
report for an audit of an issuer when filing with the SEC.

24

See footnote 5.
For a master trust that was established for the investment of assets for several defined
contribution retirement plans, the other matter paragraph may be worded as follows:
25

The accompanying financial statements are those of ABC Master Trust. These financial
statements do not purport to present the net assets available for benefits and changes in
net assets available for benefits of the participating plans and do not contain certain information and other disclosures necessary for a fair presentation of the net assets available
for benefits and changes in net assets available for benefits of the participating plans in
accordance with accounting principles generally accepted in the United States of America.
Further, these financial statements do not purport to satisfy the Department of Labor's
Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974 relating to the financial statements of employee benefit plans.
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11.41 Accordingly, plans that are required to file a Form 11-K should refer
to "the standards of the Public Company Accounting Oversight Board (United
States)" in the auditor's report, in accordance with PCAOB Auditing Standard
No. 1, References in Auditors' Reports to the Standards of the Public Company
Accounting Oversight Board (AICPA, PCAOB Standards and Related Rules),
as amended, when filing with the SEC.
11.42 Auditors will need to conduct their audits of these Form 11-K plans
in accordance with two sets of auditing standards (PCAOB and GAAS) and prepare two separate audit reports: an audit report following PCAOB standards,
including Auditing Standard No. 1, for Form 11-K filings with the SEC and
a separate audit report prepared in accordance with GAAS, including AU-C
sections 700A, 705, and 706 for DOL filings. The PCAOB and SEC staff believe
that an opinion issued in accordance with Auditing Standard No. 1 does not
allow a reference to GAAS when filing with the SEC; hence, a "dual" standard
report is not appropriate and will not be accepted by the SEC.
11.43 The instructions to the Form 11-K and Article 6A of Regulation
S-X address reporting requirements for employee stock purchase, savings, and
similar plans that are required to file reports with the SEC. The SEC rules
for Form 11-K permit plans subject to ERISA to file financial statements and
supplemental schedules prepared in accordance with ERISA rather than in
accordance with Regulation S-X. See paragraphs 5.278–.283 of this guide for a
discussion of SEC reporting requirements related to employee benefit plans.

Form 11-K Audit Report for Filing With the SEC
11.44 The following is an illustrative audit report for an employee benefit
plan that is filing Form 11-K with the SEC.26
Circumstances include the following:

r
r
r
r
r

Full-scope audit of a defined contribution plan's financial statements
for the purpose of filing the Form 11-K with the SEC prepared in
conformity with GAAP.
In lieu of the requirements of the 1934 Act, the plan sponsor has
elected to file the plan's financial statements and schedules prepared
in accordance with the financial reporting requirements of ERISA.
See paragraph 5.278 and A.18 of this guide.
The audit was conducted in accordance with standards of the
PCAOB. Accordingly, the report is prepared in accordance with
AU section 508, Reports on Audited Financial Statements (AICPA,
PCAOB Standards and Related Rules), as amended by subsequent
PCAOB auditing standards.
The report contains an unqualified opinion.
The plan presents comparative statements of net assets available for
benefits and a single-year statement of changes in net assets available
for benefits.

26
This illustrative auditor's report is prepared for informational and reference purposes only
and is not authoritative. It has not been reviewed, approved, disapproved, or otherwise acted on by
the PCAOB or SEC.
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Supplemental information as required by the Department of Labor's
Rules and Regulations for Reporting and Disclosure under ERISA
accompanies the plan's financial statements. The report on the supplemental information is presented as an additional paragraph in
the auditor's report. It is used when the auditor has expressed an
unqualified opinion on the financial statements, have subjected all
of the supplemental information presented to the audit procedures
applied in the audit as required by PCAOB Auditing Standard No.
17, and have concluded that the supplemental information is fairly
stated, in all material respects, in relation to the financial statements
as a whole.

Report of Independent Registered Public Accounting Firm
[Addressee]
We have audited the accompanying statements of net assets available for benefits of the ABC 401(k) plan (the Plan) as of December 31,
20X2 and 20X1, and the related statement of changes in net assets
available for benefits for the year ended December 31, 20X2. These
financial statements are the responsibility of the Plan's management.
Our responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material
misstatement.27 An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present
fairly, in all material respects, the net assets available for benefits of
the Plan as of December 31, 20X2 and 20X1, and the changes in net
assets available for benefits for the year ended December 31, 20X2,
in conformity with accounting principles generally accepted in the
United States of America.

27
The following optional language may be added to the auditor's report to replace the rest of this
paragraph to clarify that the audit performed did not require the same level of testing and reporting
on internal control over financial reporting as an audit of an issuer when Section 404(b) is applicable.
This wording has been adapted from an AICPA Center for Public Company Audit Firms Alert issued
on March 22, 2005.

The plan is not required to have, nor were we engaged to perform, an audit of its internal
control over financial reporting. Our audit included consideration of internal control over
financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
plan's control over financial reporting. Accordingly, we express no such opinion. An audit
also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.
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The supplemental information in the accompanying schedules of [identify title of schedules and period covered, for example, assets (held at
end of year) as of December 31, 20X2, and reportable transactions for
the year then ended] have been subjected to audit procedures performed in conjunction with the audit of ABC 401(k) Plan's financial
statements. The supplemental information is presented for the purpose
of additional analysis and is not a required part of the financial statements but include supplemental information required by the Department of Labor's Rules and Regulations for Reporting and Disclosure
under the Employee Retirement Income Security Act of 1974.28 The
supplemental information is the responsibility of the Plan's management. Our audit procedures included determining whether the supplemental information reconciles to the financial statements or the underlying accounting and other records, as applicable, and performing
procedures to test the completeness and accuracy of the information
presented in the supplemental information. In forming our opinion
on the supplemental information in the accompanying schedules, we
evaluated whether the supplemental information, including its form
and content, is presented in conformity with the Department of Labor's Rules and Regulations for Reporting and Disclosure under the
Employee Retirement Income Security Act of 1974. In our opinion,
the supplemental information in the accompanying schedules is fairly
stated in all material respects in relation to the financial statements
as a whole.
[Signature of Firm]
[City and State]
[Date]

Form 11-K Audit Report for Filing With the DOL
11.45 As noted in paragraph 11.41, when performing an audit for a plan
that files Form 11-K, the form of the report filed with the SEC would comply
with PCAOB standards (see previous paragraph); however, the form of report
filed with the DOL would comply with GAAS. See the illustration in paragraph
11.25.

Full-Scope Audits—Unmodified Opinions on the Financial
Statements With Modifications to the Report on
Supplementary Information
Departures From, or Omission of, Supplementary Information
Required by the DOL
11.46 When the auditor is engaged to provide an opinion on the supplemental schedules under AU-C section 725 (full-scope audit; see paragraphs
11.19–.23), and the auditor concludes, on the basis of the procedures performed,
that the supplementary information is materially misstated in relation to the

28
This sentence is not required but is optional language that explains why the supplemental
schedules have been included.
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financial statements as a whole, the auditor should discuss the matter(s) with
management and propose appropriate revision of the supplementary information. If management does not revise the supplementary information, the
auditor should modify the auditor's opinion on the supplemental schedules
(qualified or adverse opinion, as appropriate) and describe the misstatement in
the auditor's report, in accordance with paragraph .13 of AU-C section 725.29
11.47 In an audit performed in accordance with GAAS, the report need
not state that the financial statements and schedules comply with DOL filing
requirements. During the audit, however, the auditor may become aware of
a departure from such requirements that is not also a departure from GAAP.
If the departure is not related to a prohibited transaction with a party in interest, the auditor may consider including an additional communication in the
auditor's report (emphasis-of-matter or other-matter paragraph), in accordance
with AU-C section 706. If the auditor becomes aware that the plan has entered
into a prohibited transaction with a party in interest, and the transaction has
not been properly disclosed in the required supplemental schedule, then see
the guidance in paragraph 11.53.
11.48 When the auditor concludes that the supplemental schedules do not
contain all required information or contain information that is inaccurate or
inconsistent with the financial statements, and the omission or inconsistency
is not considered a material misstatement, the auditor may decide to include
an additional paragraph in the report on supplemental schedules to disclose
the omission or inconsistency of the information.
11.49 The following table illustrates various scenarios that may be considered by the auditor for reporting on the supplementary information when
the DOL-required information contains errors, omissions, or inconsistencies:
Effect on Report
Error, Omission, or Inconsistency

Full-Scope Audit

DOL-required information is omitted from the
Other-matter paragraph
supplemental schedule (for example, historical
(See paragraph 11.50 for
cost information for nonparticipant-directed
an illustration.)
transactions), and the omission or inconsistency
is not considered a material misstatement.
The required schedule is omitted30 (for example, Other-matter paragraph
Form 5500, Schedule H, line 4j—Schedule of
(See paragraph 11.51 for
Reportable Transactions), and the omission or
an illustration.)
inconsistency is not considered a material
misstatement.
The required schedule is materially misstated
in relation to the financial statements as a
whole (full-scope audit).

Qualified or adverse
regarding schedules (See
paragraph 11.52.)

29
If a separate report is being issued on the supplementary information, the auditor should
withhold the auditor's report on the supplementary information, in accordance with paragraph .13 of
AU-C section 725.
30
See paragraphs 2.125–.126 of this guide when the schedules of nonexempt transactions are
omitted.
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Omitted Information in a Schedule Required
Under DOL Regulations
11.50 The following illustrates an auditor's report on an employee benefit
plan when the historical cost information of certain nonparticipant-directed
plan assets held by the plan trustee has been omitted from the DOL-required
Schedule H, line 4i—Schedule of Assets (Held at End of Year).
Circumstances include the following:

r
r
r
r
r

The report contains an unmodified opinion on the financial statements of a 401(k) plan prepared in accordance with U.S. GAAP (fullscope audit).
The plan presents comparative statements of net assets available for
benefits and a single-year statement of changes in net assets available
for benefits.
The auditor has been engaged to report on the ERISA supplemental
schedules, in accordance with AU-C section 725, and the auditor
concludes that the supplemental schedules are fairly stated, in all
material respects, in relation to the financial statements as a whole.
The auditor reports on the supplemental schedules in an other-matter
paragraph included in the auditor's report, in accordance with paragraph .09 of AU-C section 725 and AU-C section 706.
An additional communication is added to the report on the supplemental schedules because the historical cost information of certain
nonparticipant-directed plan assets held by the plan trustee has been
omitted from the DOL-required Schedule H, line 4i—Schedule of Assets (Held at End of Year).
Independent Auditor's Report
[Appropriate Addressee]
[Same auditor report sections for "Report on the Financial Statements,"
"Management's Responsibility for the Financial Statements," "Auditor's Responsibility," and "Opinion," as those found in the illustration
in paragraph 11.25.]
Report on Supplementary Information31
Our audits were conducted for the purpose of forming an opinion on
the financial statements as a whole. The supplemental schedules of
[identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the financial statements, but are supplementary information required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974.
Such information is the responsibility of the Plan's management and
was derived from and relates directly to the underlying accounting
and other records used to prepare the financial statements. The information has been subjected to the auditing procedures applied in the

31
See footnote 3. Also see paragraphs 11.18–.24 for discussion when reporting on the supplemental schedules when performing a full-scope audit.
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audits of the financial statements and certain additional procedures,
including comparing and reconciling such information directly to the
underlying accounting and other records used to prepare the financial
statements or to the financial statements themselves, and other additional procedures in accordance with auditing standards generally
accepted in the United States of America. In our opinion, the information is fairly stated in all material respects in relation to the financial
statements as a whole.
The supplemental Schedule H, line 4i—Schedule of Assets (Held at
End of Year), as of December 31, 20X2 that accompanies the Plan's
financial statements does not disclose the historical cost of certain
nonparticipant-directed plan assets held by the Plan trustee [or custodian]. Disclosure of this information is required by the Department
of Labor's Rules and Regulations for Reporting and Disclosure under
the Employee Retirement Income Security Act of 1974.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

Omitted Schedule Required Under DOL Regulations
11.51 The following is an illustration of an auditor's report on an employee
benefit plan when a DOL-required schedule has been omitted.
Circumstances include the following:

r
r
r
r
r

The report contains an unmodified opinion on the financial statements prepared in accordance with U.S. GAAP (full-scope audit).
The plan presents comparative statements of net assets available for
benefits and a single-year statement of changes in net assets available
for benefits.
The auditor has been engaged to report on the ERISA supplemental
schedules, in accordance with AU-C section 725, and the auditor
concludes that the supplemental schedules are fairly stated, in all
material respects, in relation to the financial statements as a whole.
The auditor reports on the supplemental schedules in an other-matter
paragraph included in the auditor's report, in accordance with paragraph .09 of AU-C section 725 and AU-C section 706.
An additional communication is added to the report on the supplemental schedules because Schedule H, line 4j—Schedule of Reportable Transactions, has been omitted.

Independent Auditor's Report
[Appropriate Addressee]
[Same auditor report sections for "Report on the Financial Statements," "Management's Responsibility for the Financial Statements,"
"Auditor's Responsibility," and "Opinion," as illustrated in paragraph
11.25.]
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Report on Supplementary Information32
Our audits were conducted for the purpose of forming an opinion on
the financial statements as a whole. The supplemental schedules of
[identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the financial statements, but are supplementary information required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974.
Such information is the responsibility of the Plan's management and
was derived from and relates directly to the underlying accounting
and other records used to prepare the financial statements. The information has been subjected to the auditing procedures applied in the
audits of the financial statements and certain additional procedures,
including comparing and reconciling such information directly to the
underlying accounting and other records used to prepare the financial
statements or to the financial statements themselves, and other additional procedures in accordance with auditing standards generally
accepted in the United States of America. In our opinion, the information is fairly stated in all material respects in relation to the financial
statements as a whole.
The Plan has not presented the supplemental Schedule H, line 4j—
Schedule of Reportable Transactions, for the year ended December 31,
20X2. Disclosure of this information is required by the Department of
Labor's Rules and Regulations for Reporting and Disclosure under the
Employee Retirement Income Security Act of 1974.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

Qualified Report on Supplementary Information—Omitted
Information
11.52 The following is an illustration of an auditor's report on the supplemental schedules that has been qualified due to information being omitted
from the supplemental schedules.
Circumstances include the following:

r
r
r

The report contains an unmodified opinion on the financial statements prepared in accordance with U.S. GAAP (full-scope audit).
The plan presents comparative statements of net assets available for
benefits and a single-year statement of changes in net assets available
for benefits.
The auditor has been engaged to report on the ERISA supplemental
schedules, in accordance with AU-C section 725, and the auditor
concludes that the report on the supplemental schedules should be
qualified because the supplemental schedule does not disclose that

32
See footnote 3. Also see paragraphs 11.18–.24 for discussion when reporting on the supplemental schedules when performing a full-scope audit.
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the plan had loans to participants that are considered assets held
for investment purposes that should be disclosed in supplemental
Schedule H, Line 4i—Schedule of Assets (Held at End of Year).
The auditor reports on the supplemental schedules in an other-matter
paragraph included in the auditor's report, in accordance with paragraph .09 of AU-C section 725 and AU-C section 706.
Independent Auditor's Report
[Appropriate Addressee]
[Same auditor report sections for "Report on the Financial Statements," "Management's Responsibility for the Financial Statements,"
"Auditor's Responsibility," and "Opinion," as illustrated in paragraph
11.25.]
Report on Supplementary Information33
Our audits were conducted for the purpose of forming an opinion on
the financial statements as a whole. The supplemental schedules of
[identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the financial statements, but are supplementary information required by
the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of
1974. Such information is the responsibility of the Plan's management
and was derived from and relates directly to the underlying accounting and other records used to prepare the financial statements. The
information has been subjected to the auditing procedures applied in
the audits of the financial statements and certain additional procedures, including comparing and reconciling such information directly
to the underlying accounting and other records used to prepare the
financial statements or to the financial statements themselves, and
other additional procedures in accordance with auditing standards
generally accepted in the United States of America. The supplemental Schedule H, line 4i—Schedule of Assets (Held at End of Year) as
of December 31, 20X2, that accompanies the Plan's financial statements does not disclose that the Plan had loans to participants, which
are considered assets held for investment purposes. Disclosure of this
information is required by the Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974. In our opinion, except for the omission
of the disclosure of participant loans from the supplemental Schedule
H, line 4i—Schedule of Assets (Held at End of Year) as of December
31, 20X2, the information is fairly stated in all material respects in
relation to the financial statements as a whole.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

33
See footnote 3. Also see paragraphs 11.18–.24 for discussion when reporting on the supplemental schedules when performing a full-scope audit.
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Prohibited Transactions
11.53 When the auditor concludes that the plan has entered into a prohibited transaction with a party in interest, and the transaction has not been properly disclosed in the DOL required supplemental schedule, the auditor should
modify the report on the supplemental schedule if the effect of the transaction
is material based on the financial statement materiality. If a material party in
interest transaction that is not disclosed in the supplemental schedule is also
considered a related party transaction and if that transaction is not properly
disclosed in the notes to the financial statements, the auditor should express
a qualified or an adverse opinion on the financial statements, in accordance
with AU-C section 705. If the effect of the transaction is not material to the
financial statements, then the auditor may add a paragraph to the report on
the supplemental schedule to disclose the omitted transaction. Illustrations of
reports modified in these circumstances follow. All of the illustrations are presented assuming that the report on the supplementary information is added to
the auditor's report on the financial statements.

Qualified Report—Disclosure of Material Prohibited Transaction
With Party in Interest Omitted
11.54 The following is an illustration of an auditor's report for an employee
benefit plan when the disclosure of a material prohibited transaction with a
party in interest has been omitted from the supplementary information.
Circumstances include the following:

r
r
r
r

The report contains an unmodified opinion on the financial statements prepared in accordance with U.S. GAAP.
The plan presents comparative statements of net assets available for
benefits and a single-year statement of changes in net assets available
for benefits.
The auditor has been engaged to report on the ERISA supplemental
schedules, in accordance with AU-C section 725, and the auditor
concludes that the report on the supplementary information should
be qualified because disclosure of a material prohibited transaction
with a party in interest is omitted.
The auditor reports on the supplementary information in an othermatter paragraph in the auditor's report, in accordance with paragraph .09 of AU-C section 725 and AU-C section 706.
Independent Auditor's Report
[Appropriate Addressee]
[Same auditor report sections for "Report on the Financial Statements," "Management's Responsibility for the Financial Statements,"
"Auditor's Responsibility," and "Opinion," as illustrated in paragraph
11.25.]
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Report on Supplementary Information34
Our audits were conducted for the purpose of forming an opinion on the
financial statements as a whole. The supplemental schedules [identify
title of schedules and period covered] are presented for the purpose
of additional analysis and are not a required part of the financial
statements, but are supplementary information required by the Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974.
Such information is the responsibility of the Plan's management and
was derived from and relates directly to the underlying accounting
and other records used to prepare the financial statements. The information has been subjected to the auditing procedures applied in the
audits of the financial statements and certain additional procedures,
including comparing and reconciling such information directly to the
underlying accounting and other records used to prepare the financial
statements or to the financial statements themselves, and other additional procedures in accordance with auditing standards generally
accepted in the United States of America. The supplemental Schedule
G, Part III—Nonexempt Transactions that accompanies the plan's financial statements does not disclose that the Plan [describe prohibited
transaction]. Disclosure of this information is required by the Department of Labor's Rules and Regulations for Reporting and Disclosure
under the Employee Retirement Income Security Act of 1974. In our
opinion, except for the omission of the information discussed in the
preceding sentences, the information is fairly stated in all material
respects in relation to the financial statements as a whole.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

Disclosure of Immaterial Prohibited Transaction With Party
in Interest Omitted
11.55 The following is an illustration of an auditor's report for an employee
benefit plan when disclosure of an immaterial prohibited transaction with a
party in interest has been omitted from the supplementary information.
Circumstances include the following:

r
r
r

The report contains an unmodified opinion on the financial statements prepared in accordance with U.S. GAAP.
The plan presents comparative statements of net assets available for
benefits and a single-year statement of changes in net assets available
for benefits.
The auditor has been engaged to report on the ERISA supplemental
schedules, in accordance with AU-C section 725, and the auditor
concludes that the supplemental schedules are fairly stated, in all
material respects, in relation to the financial statements as a whole.

34
See footnote 3. Also see paragraphs 11.18–.24 for discussion when reporting on the supplemental schedules when performing a full-scope audit.
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The auditor reports on the supplementary information in an othermatter paragraph included in the auditor's report, in accordance
with paragraph .09 of AU-C section 725 and AU-C section 706.
An additional communication is added to the report on the supplemental schedules because disclosure of a prohibited transaction with
a party in interest that is not material to the financial statements has
been omitted.
Independent Auditor's Report
[Appropriate Addressee]
[Same auditor report sections for "Report on the Financial Statements," "Management's Responsibility for the Financial Statements,"
"Auditor's Responsibility," and "Opinion," as illustrated in paragraph
11.25.]
Report on Supplementary Information35
Our audits were conducted for the purpose of forming an opinion on
the financial statements as a whole. The supplemental schedules of
[identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the financial statements, but are supplementary information required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974.
Such information is the responsibility of the Plan's management and
was derived from and relates directly to the underlying accounting
and other records used to prepare the financial statements. The information has been subjected to the auditing procedures applied in the
audits of the financial statements and certain additional procedures,
including comparing and reconciling such information directly to the
underlying accounting and other records used to prepare the financial
statements or to the financial statements themselves, and other additional procedures in accordance with auditing standards generally
accepted in the United States of America. In our opinion, the information is fairly stated in all material respects in relation to the financial
statements as a whole.
Schedule G, Part III—Nonexempt Transactions does not disclose that
the Plan [describe prohibited transaction]. Disclosure of this information, although not considered to be material, is required by the Department of Labor's Rules and Regulations for Reporting and Disclosure
under the Employee Retirement Income Security Act of 1974.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

35
See footnote 3. Also see paragraphs 11.18–.24 for discussion when reporting on the supplemental schedules when performing a full-scope audit.

AAG-EBP 11.55

©2016, AICPA

603

The Auditor’s Report

Prohibited Transaction With Party in Interest That Is Also
Considered a Related-Party Transaction
11.56 The following is an illustration of an auditor's report for an employee benefit plan when the auditor qualifies the opinion on the financial
statements and qualifies the report on the supplementary information because
a material prohibited transaction with a party in interest that is also a related
party transaction has not been properly disclosed in the notes to the financial
statements or supplemental schedules.
Circumstances include the following:

r
r
r
r

r

The report contains a qualified opinion on the financial statements of
a profit sharing plan due to a material prohibited transaction with a
party in interest that is also a related party transaction that has not
been properly disclosed in the notes to the financial statements.
The financial statements have been prepared in accordance with U.S.
GAAP.
The plan presents comparative statements of net assets available for
benefits and a single-year statement of changes in net assets available
for benefits.
The auditor has been engaged to report on the ERISA supplemental
schedules, in accordance with AU-C section 725, and the auditor
concludes that the report on the supplemental schedules should be
qualified because a material prohibited transaction with a party in
interest that is also a related-party transaction that has not been
properly disclosed in the notes to the financial statements has not
been disclosed in the required supplemental schedules.
The auditor reports on the supplemental schedules in an other-matter
paragraph included in the auditor's report, in accordance with paragraph .09 of AU-C section 725 and AU-C section 706.
Independent Auditor's Report
[Appropriate Addressee]
Report on the Financial Statements36
We have audited the accompanying financial statements of XYZ Company Profit-Sharing Plan, which comprise the statements of net assets
available for benefits as of December 31, 20X2 and 20X1, and the related statement of changes in net assets available for benefits for the
year ended December 31, 20X2, and the related notes to the financial
statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation
of these financial statements in accordance with accounting principles
generally accepted in the United States of America; this includes the
design, implementation, and maintenance of internal control relevant
to the preparation and fair presentation of financial statements that
are free from material misstatement, whether due to fraud or error.

36

See footnote 4.
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Auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based on our audits. We conducted our audits in accordance
with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free from material misstatement.
An audit involves performing procedures to obtain audit evidence
about the amounts and disclosures in the financial statements. The
procedures selected depend on the auditor's judgment, including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or error. In making those risk assessments, the auditor considers internal control relevant to the entity's
preparation and fair presentation of the financial statements in order to design audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity's internal control.37 Accordingly, we express no
such opinion. An audit also includes evaluating the appropriateness
of accounting policies used and the reasonableness of significant accounting estimates made by management, as well as evaluating the
overall presentation of the financial statements.
We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our qualified audit opinion.
Basis for Qualified Opinion
The Plan's financial statements do not disclose that the Plan [describe
related-party transaction]. Disclosure of this information is required
by accounting principles generally accepted in the United States of
America.
Qualified Opinion
In our opinion, except for the omission of the information discussed in
the Basis for Qualified Opinion paragraph, the financial statements
referred to above present fairly, in all material respects, the net assets
available for benefits of the Plan as of December 31, 20X2 and 20X1,
and the changes in net assets available for benefits for the year ended
December 31, 20X2 in accordance with accounting principles generally
accepted in the United States of America.
Report on Supplementary Information38
Our audits were conducted for the purpose of forming an opinion on
the financial statements as a whole. The supplemental schedules of
[identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the financial statements, but are supplementary information required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974.
Such information is the responsibility of the Plan's management and
was derived from and relates directly to the underlying accounting
37

See footnote 5.
See footnote 3. Also see paragraphs 11.18–.24 for discussion when reporting on the supplemental schedules when performing a full-scope audit.
38
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and other records used to prepare the financial statements. The information has been subjected to the auditing procedures applied in the
audits of the financial statements and certain additional procedures,
including comparing and reconciling such information directly to the
underlying accounting and other records used to prepare the financial
statements or to the financial statements themselves, and other additional procedures in accordance with auditing standards generally
accepted in the United States of America.
Schedule G, Part III—Nonexempt Transactions that accompanies the
plan's financial statements does not disclose that the Plan [describe
prohibited transaction]. Disclosure of this information is required by
the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of
1974. In our opinion, except for the omission of [describe prohibited
transaction] from Schedule G, Part III—Nonexempt Transactions, the
information is fairly stated in all material respects in relation to the
financial statements as a whole.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

Limited-Scope Audits Under DOL Regulations
11.57 As discussed in paragraphs 2.22–.26 of this guide, under DOL regulations, the plan auditor need not examine and report on certain information
prepared by banks, similar institutions, or insurance carriers that are regulated, supervised, and subject to periodic examination by a state or federal
agency if that information is certified as complete and accurate by the bank
or similar institution or an insurance carrier (see paragraphs A.58–A.60 of
this guide), and the plan administrator elects the limited-scope audit exemption. Thus, the plan administrator may instruct the auditor not to perform
any auditing procedures with respect to investment information prepared and
certified by a qualifying institution.
11.58 The wording of the standard limited-scope audit report was established by agreement between the Auditing Standards Board (ASB) and the DOL
shortly after the limited-scope regulations were issued as a way of complying
with the reporting requirements of the DOL regulations while still adhering to
GAAS. DOL regulations require the auditor to form an opinion on the financial
statements and offer an opinion on the supplemental schedules. In the limitedscope audit, GAAS requires the auditor to disclaim an opinion on the financial
statements due to the limitation on the scope of the audit. Accordingly, the
limited-scope report was drafted to disclaim an opinion on the financial statements and supplemental schedules; however, to comply with DOL regulations,
it provides an opinion regarding whether the form and content of the information included in the financial statements and schedules, other than that
derived from the information certificated by the qualifying institution, have
been audited by the auditor and are presented in compliance with DOL rules
and regulations under ERISA.
11.59 As discussed in paragraphs 8.166–.173 of this guide, plan investments not held by a qualifying institution that meet the limited-scope
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exemption criteria set forth in the DOL regulations (see paragraphs A.58–A.59
of this guide for a discussion of such criteria) should be subjected to appropriate
audit procedures. Plans may hold investment assets, only a portion of which are
covered by a certification by a qualifying institution. In that case, the balance
of the investments is not eligible for the limited-scope exemption and should be
subjected to auditing procedures by the plan auditor. In these circumstances,
the limited-scope audit report would be appropriate if the plan's assets that
are not audited (that is, those assets covered by the qualifying institution's
certification) are material to the plan's financial statements as a whole.
11.60 If, however, the auditor is unable to obtain sufficient appropriate
audit evidence regarding other noninvestment-related information or investment information not covered by the certification, then the form of limited-scope
report illustrated in the following paragraphs may not be appropriate. Also, it
likely will not be appropriate for the auditor to opine on the form and content of
the supplemental schedules as presented in compliance with the DOL's rules
and regulations for reporting and disclosure under ERISA. See AU-C sections
700A and 705 for guidance.

Reporting on Supplemental Schedules—Limited-Scope
Audit Considerations
11.61 When the auditor is engaged to perform a limited-scope audit, as
permitted under 29 CFR 2520.103-8 of the DOL's rules and regulations for
reporting and disclosure under ERISA, and consequently disclaims an opinion
on the financial statements as a whole, the auditor is precluded from issuing
an opinion on the supplemental schedules in relation to the financial statements under AU-C section 725. Therefore, unless the auditor is specifically
engaged to perform the procedures required in AU-C section 725, the auditor is
not required to follow such AU-C section. However, because the DOL requires
supplemental schedules to be presented with the financial statements, the auditor is required to follow the guidance in AU-C section 720, Other Information
in Documents Containing Audited Financial Statements (AICPA, Professional
Standards). AU-C section 720 requires the auditor to read the other information in order to identify material inconsistencies, if any, with the audited
financial statements. AU-C section 720 also addresses if, on reading the other
information, the auditor becomes aware of an apparent material misstatement
of fact. (See AU-C section 720 for specific guidance.)
11.62 Paragraph .A2 of AU-C section 720 states that the auditor is not
required to make reference to the other information in the auditor's report on
the financial statements. However, the auditor may include an other-matter
paragraph disclaiming an opinion on the other information. For example, an
auditor may choose to include a disclaimer on the other information when the
auditor believes that the auditor could be associated with the information, and
the user may infer a level of assurance that is not intended.
11.63 In addition, under a limited-scope audit, although the auditor is
precluded from expressing an opinion on the supplemental schedules in relation
to the financial statements, the DOL requires the auditor to offer an opinion on
the financial statements and supplemental schedules. This is accomplished by
expressing an opinion on the form and content of the information included in the
supplemental schedules, other than that derived from the information certified
by a qualifying institution. Accordingly, in addition to the requirements in AUC section 720, the auditor may also need to perform certain audit procedures
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the auditor deems necessary to provide an opinion that the form and content
of the information included in the supplemental schedules, other than that
derived from the information certified by a qualifying institution, have been
audited and are presented in compliance with the DOL's rules and regulations
for reporting and disclosure under ERISA.

Standard Limited-Scope Audit Report
11.64 The following is an illustration of a standard limited-scope audit
report.

Circumstances include the following:

r
r
r
r

A standard limited-scope auditor's report for a 401(k) plan financial
statements prepared in accordance with U.S. GAAP.
The plan presents comparative statements of net assets available for
benefits and a single-year statement of changes in net assets available
for benefits.
The plan administrator limits the scope of the audit, as permitted by
29 CFR 2520.103-8 of the DOL's rules and regulations for reporting
and disclosure under the ERISA.
The auditor follows AU-C section 720 relating to the supplemental
schedules and chooses to disclaim an opinion on the supplemental
schedules.
Independent Auditor's Report
[Appropriate Addressee]
Report on the Financial Statements
We were engaged to audit the accompanying financial statements of
XYZ 401(k) Plan, which comprise the statements of net assets available for benefits as of December 31, 20X2 and 20X1, and the related
statement of changes in net assets available for benefits for the year
ended December 31, 20X2, and the related notes to the financial statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation
of these financial statements in accordance with accounting principles generally accepted in the United States of America; this includes
the design, implementation, and maintenance of internal control relevant to the preparation and fair presentation of financial statements
that are free from material misstatement, whether due to fraud or
error.
Auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based on conducting the audits in accordance with auditing
standards generally accepted in the United States of America. Because of the matter described in the Basis for Disclaimer of Opinion
paragraph, however, we were not able to obtain sufficient appropriate
audit evidence to provide a basis for an audit opinion.
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Basis for Disclaimer of Opinion
As permitted by 29 CFR 2520.103-8 of the Department of Labor's
Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974, the plan administrator instructed us not to perform, and we did not perform, any auditing
procedures with respect to the information summarized in Note X,
which was certified by ABC Bank, the trustee (or custodian)39 of the
Plan, except for comparing such information with the related information included in the financial statements. We have been informed
by the plan administrator that the trustee (or custodian)40 holds the
Plan's investment assets and executes investment transactions. The
plan administrator has obtained a certification from the trustee (or
custodian)41 as of December 31, 20X2 and 20X1, and for the year
ended December 31, 20X2, that the information provided to the plan
administrator by the trustee (or custodian)42 is complete and accurate.
Disclaimer of Opinion
Because of the significance of the matter described in the Basis for
Disclaimer of Opinion paragraph, we have not been able to obtain
sufficient appropriate audit evidence to provide a basis for an audit
opinion. Accordingly, we do not express an opinion on these financial
statements.
Other Matter
The supplemental schedules [identify schedules] as of or for the year
ended December 31, 20X2 are required by the Department of Labor's
(DOL) Rules and Regulations for Reporting and Disclosure under the
Employee Retirement Income Security Act of 1974 and are presented
for the purpose of additional analysis and are not a required part of
the financial statements. Because of the significance of the matter
described in the Basis for Disclaimer of Opinion paragraph, we do not
express an opinion on these supplemental schedules.
Report on Form and Content in Compliance With DOL Rules
and Regulations
The form and content of the information included in the financial
statements and supplemental schedules, other than that derived from
the information certified by the trustee (or custodian),43 have been audited by us in accordance with auditing standards generally accepted
in the United States of America and, in our opinion, are presented
in compliance with the Department of Labor's Rules and Regulations
for Reporting and Disclosure under the Employee Retirement Income
Security Act of 1974.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]
39

The words in this sentence may be modified when the assets are certified by an insurance

entity.
40
41
42
43

See footnote 38.
See footnote 38.
See footnote 38.
See footnote 38.
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Limited-Scope Audit in Prior Year
11.65 An employee benefit plan administrator may elect not to limit the
scope of the audit in the current year, even though the scope of the audit in the
prior year was limited in accordance with DOL regulations. DOL regulations
prescribe that the annual report include a statement of net assets available
for benefits on a comparative basis; the statement of changes in net assets
available for benefits is required for the current year only.
11.66 Because the auditor was unable to obtain sufficient appropriate
audit evidence to provide a basis for an audit opinion on the 20X1 financial
statements due to the limitation on the scope of the audit, the auditor should
perform auditing procedures to gain sufficient appropriate audit evidence in
regard to the opening balances in the current year financial statements (see
paragraphs .08–.09 of AU-C section 510, Opening Balances—Initial Audit Engagements, Including Reaudit Engagements [AICPA, Professional Standards])
in order to opine on the 20X2 statement of changes in net assets available for
benefits. Accordingly, the illustrative report refers to having audited both years
of the statement of net assets available for benefits in the introductory paragraph because of the necessity to perform opening balance audit procedures
on the statement of net assets available for benefits. The auditor will need to
determine whether the auditor is going to perform audit procedures sufficient
to provide an opinion on the prior year statement of net assets available for
benefits or to bring forward the disclaimer of opinion on the prior year financial statements. In the subsequent illustration, the auditor has determined to
bring forward the disclaimer of opinion from the prior year and only opine on
the 20X2 financial statements.
11.67 The following is an illustration of an auditor's report when a limitedscope audit was performed in the prior year, and a full-scope audit is performed
in the current year.
Circumstances include the following:

r
r
r
r
r

The auditor performs a full-scope audit for the current year. The
scope of the audit for the prior year was limited, as permitted by 29
CFR 2520.103-8 of the DOL's rules and regulations for reporting and
disclosure under ERISA.
The plan presents comparative statements of net assets available for
benefits and a single-year statement of changes in net assets available
for benefits.
The introductory paragraph refers to having audited the net assets
available for benefits for both 20X2 and 20X1 because the auditor
performed audit procedures to gain sufficient appropriate audit evidence on the 20X2 opening balances so that the auditor can opine on
the 20X2 statement of changes in net assets available for benefits.
The auditor has been engaged to report on the ERISA supplemental
schedules, in accordance with AU-C section 725, for the current year,
and the auditor concludes that the supplemental schedules are fairly
stated, in all material respects, in relation to the financial statements.
The auditor reports on the supplemental schedules in an other-matter
paragraph included in the auditor's report, in accordance with paragraph .09 of AU-C section 725 and AU-C section 706.
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Independent Auditor's Report
[Appropriate Addressee]
Report on the Financial Statements
We have audited the accompanying financial statements of ABC 401(k)
Plan, which comprise the statements of net assets available for benefits as of December 31, 20X2 and 20X1, and the related statement of
changes in net assets available for benefits for the year ended December 31, 20X2, and the related notes to the financial statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation
of these financial statements in accordance with accounting principles
generally accepted in the United States of America; this includes the
design, implementation, and maintenance of internal control relevant
to the preparation and fair presentation of financial statements that
are free from material misstatement, whether due to fraud or error.
Auditor’s Responsibility for the 20X2 Financial Statements
Our responsibility is to express an opinion on the 20X2 financial statements based on our audit. We conducted our audit in accordance with
auditing standards generally accepted in the United States of America. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements
are free from material misstatement.
An audit involves performing procedures to obtain audit evidence
about the amounts and disclosures in the financial statements. The
procedures selected depend on the auditor's judgment, including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or error. In making those risk assessments, the auditor considers internal control relevant to the entity's
preparation and fair presentation of the financial statements in order to design audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity's internal control.44 Accordingly, we express no
such opinion. An audit also includes evaluating the appropriateness
of accounting policies used and the reasonableness of significant accounting estimates made by management, as well as evaluating the
overall presentation of the financial statements.
We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our audit opinion on the 20X2 financial statements.
Auditor’s Responsibility for the 20X1 Financial Statements
Our responsibility is to express an opinion on the 20X1 financial statements based on conducting the audit in accordance with auditing standards generally accepted in the United States of America. Because of
the matters described in the Basis for Disclaimer of Opinion on the
20X1 Financial Statements paragraph, however, we were not able to
obtain sufficient appropriate audit evidence to provide a basis for an
audit opinion.
44

See footnote 5.
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Basis for Disclaimer of Opinion on the 20X1 Financial Statements
As permitted by 29 CFR 2520.103-8 of the Department of Labor's Rules
and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974, the investment assets held by
ABC Bank, the trustee (or custodian)45 of the Plan, and transactions
in those assets were excluded from the scope of our audit of the Plan's
20X1 financial statements, except for comparing the information provided by the trustee (or custodian),46 which is summarized in Note X,
with the related information included in the financial statements.
Disclaimer of Opinion on the 20X1 Financial Statements
Because of the significance of the matter described in the Basis for
Disclaimer of Opinion on the 20X1 Financial Statements paragraph,
we have not been able to obtain sufficient appropriate audit evidence
to provide a basis for an audit opinion. Accordingly, we do not express
an opinion on the 20X1 financial statements.
Opinion on the 20X2 Financial Statements
In our opinion, the financial statements referred to above, of ABC
401(k) plan as of December 31, 20X2, and for the year then ended,
present fairly in all material respects, the net assets available for
benefits of the Plan as of December 31, 20X2, and the changes in net
assets available for benefits for the year ended December 31, 20X2,
in accordance with accounting principles generally accepted in the
United States of America.
Report on Supplementary Information47
Our audit of the plan's financial statements as of and for the year
ended December 31, 20X2 was conducted for the purpose of forming
an opinion on the financial statements as a whole. The supplemental
schedules of [identify title of schedules and period covered] are presented for the purpose of additional analysis and are not a required
part of the financial statements but are supplementary information
required by the Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974. Such information is the responsibility of the Plan's
management and was derived from and relates directly to the underlying accounting and other records used to prepare the financial
statements. The information has been subjected to the auditing procedures applied in the audit of the 20X2 financial statements and certain additional procedures, including comparing and reconciling such
information directly to the underlying accounting and other records
used to prepare the financial statements or to the financial statements
themselves, and other additional procedures in accordance with auditing standards generally accepted in the United States of America.
In our opinion, the information is fairly stated in all material respects
in relation to the financial statements as a whole.

45

See footnote 38.
See footnote 38.
47
See footnote 3. Also see paragraphs 11.18–.24 for discussion when reporting on the supplemental schedules when performing a full-scope audit.
46
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Report on Form and Content of the 20X1 Financial Statements
in Compliance With DOL Rules and Regulations
The form and content of the information included in the 20X1 financial
statements, other than that derived from the information certified by
the trustee (or custodian),48 have been audited by us in accordance
with auditing standards generally accepted in the United States of
America and, in our opinion, are presented in compliance with the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

Limited-Scope Audit in Current Year
11.68 A plan may exclude from the auditor's examination its assets held
by banks or insurance companies in the current year, whereas the scope of the
audit in the prior year was unrestricted. When comparative financial statements will be issued in those circumstances, the auditor will report on the
prior year's financial statements of the plan. Although the auditor's report
should be dated no earlier than the date on which the auditor has obtained
sufficient appropriate audit evidence on which to base the auditor's opinion on
the financial statements for the most recent audit, the procedures performed
in an audit that has been restricted, as permitted by 29 CFR 2520.103-8 of
the DOL's rules and regulations for reporting and disclosure under ERISA,
generally are not sufficient to enable the auditor to update the report on the
prior year's financial statements. Accordingly, the auditor may refer to the
date of the previously issued report on the prior year's financial statements in
expressing an opinion on that information.
11.69 The following is an illustration of an auditor's report on the financial statements of an employee benefit plan when a limited-scope audit was
performed in the current year, and a full-scope audit was performed in the
prior year.
Circumstances include the following:

r
r
r

48

The scope of the audit for the current year was limited, as permitted
by 29 CFR 2520.103-8 of the DOL's rules and regulations for reporting and disclosure under ERISA. The auditor performed a full-scope
audit for the prior year.
The plan presents comparative statements of net assets available for
benefits and a single-year statement of changes in net assets available
for benefits for a defined contribution retirement plan (DC plan) whose
financial statements are prepared in accordance with U.S. GAAP.
Because the current year is a limited-scope audit, the audit procedures
are not sufficient to update the report on the prior year; therefore, the
auditor refers to the previously issued report. (This illustration is
adapted from the requirements in paragraph .54 of AU-C section
700A for reporting when the prior period financial statements are
audited by a predecessor auditor.)

See footnote 38
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Independent Auditor's Report
[Appropriate Addressee]
Report on the Financial Statements
We were engaged to audit the accompanying financial statements of
XYZ 401(k) Plan, which comprise the statements of net assets available for benefits as of December 31, 20X2, and the related statement
of changes in net assets available for benefits for the year ended December 31, 20X2, and the related notes to the financial statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation
of these financial statements in accordance with accounting principles
generally accepted in the United States of America; this includes the
design, implementation, and maintenance of internal control relevant
to the preparation and fair presentation of financial statements that
are free from material misstatement, whether due to fraud or error.
Auditor’s Responsibility
Our responsibility is to express an opinion on these 20X2 financial
statements based on conducting the audit in accordance with auditing
standards generally accepted in the United States of America. Because of the matter described in the Basis for Disclaimer of Opinion
paragraph, however, we were not able to obtain sufficient appropriate
audit evidence to provide a basis for an audit opinion on the 20X2
financial statements.
Basis for Disclaimer of Opinion on the 20X2 Financial Statements
As permitted by 29 CFR 2520.103-8 of the Department of Labor's
Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974, the plan administrator instructed us not to perform, and we did not perform, any auditing
procedures with respect to the information summarized in Note X,
which was certified by ABC Bank, the trustee (or custodian)49 of the
Plan, except for comparing such information with the related information included in the 20X2 financial statements. We have been informed
by the plan administrator that the trustee (or custodian)50 holds the
Plan's investment assets and executes investment transactions. The
plan administrator has obtained a certification from the trustee (or
custodian)51 as of and for the year ended December 31, 20X2, that
the information provided to the plan administrator by the trustee (or
custodian)52 is complete and accurate.
Disclaimer of Opinion on the 20X2 Financial Statements
Because of the significance of the matter described in the Basis for Disclaimer of Opinion on the 20X2 Financial Statements paragraph, we
have not been able to obtain sufficient appropriate audit evidence to
provide a basis for an audit opinion on the 20X2 financial statements.

49
50
51
52

See footnote 38.
See footnote 38.
See footnote 38.
See footnote 38.
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Accordingly, we do not express an opinion on the 20X2 financial statements.
Other Matters—Report on Supplementary Information and Report on 20X1 Financial Statements
The supplemental schedules [identify schedules] as of or for the year
ended December 31, 20X2, are required by the Department of Labor's
(DOL) Rules and Regulations for Reporting and Disclosure under the
Employee Retirement Income Security Act of 1974 and are presented
for the purpose of additional analysis and are not a required part of
the financial statements. Because of the significance of the matter described in the Basis for Disclaimer of Opinion on the 20X2 Financial
Statements paragraph, we do not express an opinion on these supplemental schedules.
We have audited the accompanying financial statement of XYZ 401(k)
Plan, which comprise the statement of the net assets available for
benefits as of December 31, 20X1, and in our report dated May 20,
20X2, we expressed our opinion that such financial statement presents
fairly, in all material respects, net assets available for benefits of the
Plan as of December 31, 20X1, and the changes in net assets available for benefits for the year ended December 31, 20X1, in accordance
with accounting principles generally accepted in the United States of
America.
Report on Form and Content in Compliance With DOL Rules
and Regulations for 20X2 Financial Statements
The form and content of the information included in the 20X2 financial
statements and supplemental schedules, other than that derived from
the information certified by the trustee (or custodian),53 have been audited by us in accordance with auditing standards generally accepted
in the United States of America and, in our opinion, are presented
in compliance with the Department of Labor's Rules and Regulations
for Reporting and Disclosure under the Employee Retirement Income
Security Act of 1974.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

Limited-Scope Audit in Current Year, Prior Year Limited-Scope
Audit Performed by Other Auditors
11.70 If the financial statements of the prior period were audited by a
predecessor auditor, and the predecessor auditor's report on the prior period's
financial statements is not reissued, in addition to expressing an opinion on
the current period's financial statements, paragraph .54 of AU-C section 700A
states that the auditor should state the following in an other-matter paragraph:
a. That the financial statements of the prior period were audited by a
predecessor auditor
b. The type of opinion expressed by the predecessor auditor and, if
the opinion was modified, the reasons therefore
53

See footnote 38.
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c. The nature of an emphasis-of-matter paragraph or other-matter
paragraph included in the predecessor auditor's report, if any
d. The date of the report
11.71 The following is an illustration of an auditor's report on a limitedscope audit in the current year when the prior year was audited by other
auditors.
Circumstances include the following:

r
r

Limited-scope audit in the current year on comparative statement of
net assets available for benefits, and single-year statement of changes
in net assets available for benefits for a 401(k) plan whose financial
statements are prepared in accordance with U.S. GAAP.
The prior year financial statements were audited by other auditors.
(See paragraph .54 of AU-C section 700A for reporting requirements.)
Independent Auditor's Report
[Appropriate Addressee]
Report on the Financial Statements
We were engaged to audit the accompanying financial statements of
XYZ 401(k) Plan, which comprise the statement of net assets available
for benefits as of December 31, 20X2, and the related statement of
changes in net assets available for benefits for the year then ended,
and the related notes to the financial statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation
of these financial statements in accordance with accounting principles
generally accepted in the United States of America; this includes the
design, implementation, and maintenance of internal control relevant
to the preparation and fair presentation of financial statements that
are free from material misstatement, whether due to fraud or error.
Auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based on conducting the audit in accordance with auditing
standards generally accepted in the United States of America. Because of the matters described in the Basis for Disclaimer of Opinion
paragraph, however, we were not able to obtain sufficient appropriate
audit evidence to provide a basis for an audit opinion.
Basis for Disclaimer of Opinion
As permitted by 29 CFR 2520.103-8 of the Department of Labor's
Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974, the plan administrator instructed us not to perform, and we did not perform, any auditing
procedures with respect to the information summarized in Note X,
which was certified by ABC Bank, the trustee (or custodian)54 of the
Plan, except for comparing such information with the related information included in the 20X2 financial statements. We have been informed

54

See footnote 38.
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by the plan administrator that the trustee (or custodian)55 holds the
Plan's investment assets and executes investment transactions. The
plan administrator has obtained a certification from the trustee (or
custodian)56 as of and for the year ended December 31, 20X2, that
the information provided to the plan administrator by the trustee (or
custodian) is complete and accurate.
Disclaimer of Opinion
Because of the significance of the matter described in the Basis for
Disclaimer of Opinion paragraph, we have not been able to obtain
sufficient appropriate audit evidence to provide a basis for an audit
opinion on the 20X2 financial statements. Accordingly, we do not express an opinion on the 20X2 financial statements.
Other Matter—Supplemental Schedules
The supplemental schedules [identify schedules] as of or for the year
ended December 31, 20X2, are required by the Department of Labor's
(DOL) Rules and Regulations for Reporting and Disclosure under the
Employee Retirement Income Security Act of 1974 and are presented
for the purpose of additional analysis and are not a required part of
the financial statements. Because of the significance of the matter
described in the Basis for Disclaimer of Opinion paragraph, we do not
express an opinion on these supplemental schedules.
Other Matter—20X1 Financial Statements
The financial statements of the plan as of December 31, 20X1, were
audited by predecessor auditors. As permitted by 29 CFR 2520.1038 of the Department of Labor's Rules and Regulations for Reporting
and Disclosure under the Employee Retirement Income Security Act
of 1974 (ERISA), the plan administrator instructed the predecessor
auditors not to perform and they did not perform, any auditing procedures with respect to the information certified by the trustee. Their
report, dated May 20, 20X2, indicated that (a) because of the significance of the information that they did not audit, they were not able
to obtain sufficient appropriate audit evidence to provide a basis for
an audit opinion and accordingly, they did not express an opinion on
the financial statements (b) the form and content of the information
included in the financial statements other than that derived from the
information certified by the trustee, were presented in compliance
with the Department of Labor's Rules and Regulations for Reporting
and Disclosure under ERISA.
Report on Form and Content in Compliance With DOL Rules
and Regulations 20X2
The form and content of the information included in the 20X2 financial
statements and supplemental schedules, other than that derived from
the information certified by the trustee (or custodian),57 have been audited by us in accordance with auditing standards generally accepted
in the United States of America and, in our opinion, are presented
in compliance with the Department of Labor's Rules and Regulations

55
56
57

See footnote 38.
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for Reporting and Disclosure under the Employee Retirement Income
Security Act of 1974.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

Change in Trustee
11.72 The following is an illustration of an auditor's report on a limitedscope audit reflecting a change in trustee for a DB plan:
Circumstances include the following:

r
r
r
r
r

Auditor's report for a limited-scope audit for a DB plan whose financial statements are prepared in accordance with U.S. GAAP.
There has been a change in trustee that has been reflected in the
auditor's report.
The plan presents comparative statements of net assets available for
benefits and a single-year statement of changes in net assets available
for benefits.
The plan uses an end-of-year benefit information date.
The information regarding the actuarial present value of accumulated plan benefits and changes therein is presented in separate statements within the financial statements. (See paragraph 6.14 of this
guide.)
Independent Auditor's Report
[Appropriate Addressee]
Report on the Financial Statements
We were engaged to audit the accompanying financial statements of
XYZ Pension Plan, which comprise the statements of net assets available for benefits and statements of accumulated plan benefits as of
December 31, 20X2 and 20X1, and the related statements of changes
in net assets available for benefits and of changes in accumulated plan
benefits for the year ended December 31, 20X2, and the related notes
to the financial statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation
of these financial statements in accordance with accounting principles
generally accepted in the United States of America; this includes the
design, implementation, and maintenance of internal control relevant
to the preparation and fair presentation of financial statements that
are free from material misstatement, whether due to fraud or error.
Auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based on conducting the audits in accordance with auditing
standards generally accepted in the United States of America. Because of the matters described in the Basis for Disclaimer of Opinion
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paragraph, however, we were not able to obtain sufficient appropriate
audit evidence to provide a basis for an audit opinion.
Basis for Disclaimer of Opinion
As permitted by 29 CFR 2520.103-8 of the Department of Labor's
Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974, the plan administrator
instructed us not to perform, and we did not perform, any auditing procedures with respect to the information summarized in Note X, which
was certified by ABC Bank and XYZ Trust Company, the trustees of
the Plan, except for comparing such information with the related information included in the financial statements. We have been informed
by the plan administrator that XYZ Trust Company held the Plan's
investment assets and executed investment transactions from July 1,
20X2 to December 31, 20X2, and that ABC Bank held the Plan's investment assets and executed investment transactions as of December
31, 20X1, and for the period January 1, 20X1, to June 30, 20X2. The
plan administrator has obtained certifications from the trustees as of
and for the years ended December 31, 20X2, and 20X1, that the information provided to the plan administrator by the trustees is complete
and accurate.
Disclaimer of Opinion
Because of the significance of the matter described in the Basis for
Disclaimer of Opinion paragraph, we have not been able to obtain
sufficient appropriate audit evidence to provide a basis for an audit
opinion. Accordingly, we do not express an opinion on these financial
statements.
Other Matter
The supplemental schedules [identify schedules] as of or for the year
ended December 31, 20X2, are required by the Department of Labor's
(DOL) Rules and Regulations for Reporting and Disclosure under the
Employee Retirement Income Security Act of 1974 and are presented
for the purpose of additional analysis and are not a required part of
the financial statements. Because of the significance of the matter
described in the Basis for Disclaimer of Opinion paragraph, we do not
express an opinion on these supplemental schedules.
Report on Form and Content in Compliance With DOL Rules
and Regulations
The form and content of the information included in the financial
statements and supplemental schedules, other than that derived from
the information certified by the trustee, have been audited by us in
accordance with auditing standards generally accepted in the United
States of America and, in our opinion, are presented in compliance
with the Department of Labor's Rules and Regulations for Reporting
and Disclosure under the Employee Retirement Income Security Act
of 1974.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]
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Reporting on Supplemental Schedules
in a Limited-Scope Audit
11.73 As noted in paragraph 11.61, AU-C section 720 applies when reporting on the supplementary information in a limited-scope audit. When the
auditor is performing a limited-scope audit and, on reading the other information, identifies a material inconsistency between the other information (for
example, ERISA supplemental schedules) and the financial statements prior
to the date of the auditor's report that requires revision of the audited financial
statements, and management refuses to make the revision, the auditor should
modify the auditor's opinion on the financial statements in accordance with
AU-C section 705.58 When the auditor identifies a material inconsistency prior
to the report release date that requires revision of the other information, and
management refuses to make the revision, paragraph .12 of AU-C section 720
states that the auditor should communicate this matter to those charged with
governance and
a. include in the auditor's report an other-matter paragraph describing the material inconsistency, in accordance with paragraph .08
of AU-C section 706;
b. withhold the auditor's report; or
c. when withdrawal is possible under applicable law or regulation,
withdraw from the engagement.
11.74 When performing a limited-scope audit, AU-C section 720 provides
that if, on reading the other information for the purpose of identifying material inconsistencies, the auditor becomes aware of an apparent material misstatement of fact, the auditor should discuss the matter with management.
When, following such discussions, the auditor still considers that there is an
apparent material misstatement of fact, the auditor should request management to consult with a qualified third party, such as the entity's legal counsel,
and the auditor should consider the advice received by the entity in determining whether such matter is a material misstatement of fact. When the
auditor concludes there is a material misstatement of fact in the other information that management refuses to correct, the auditor should notify those
charged with governance of the auditor's concerns regarding the other information and take any further appropriate action. See paragraphs .16–.18 of AU-C
section 720.
11.75 When the auditor concludes that the required DOL supplemental
schedules do not contain all required information or contain information that is
inaccurate or inconsistent with the financial statements relating to information
that has been certified, the auditor may decide to include an other-matter
paragraph in the auditor's report to disclose the omission or inconsistency of
the information relating to the supplementary information.
11.76 The following table illustrates the report modifications in a limitedscope audit that an auditor might consider appropriate when DOL-required
information is omitted from the supplemental schedule, a required DOL supplemental schedule is omitted, or required information included in the DOL

58
See paragraph .10 of AU-C section 720, Other Information in Documents Containing Audited
Financial Statements (AICPA, Professional Standards).
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supplemental schedule, is materially inconsistent with the financial statements, or contains a material misstatement of fact.
Effect on Report
Limited-Scope Audit (Defined in
Paragraph 8.166)

Error, Omission, or
Inconsistency

Exception in
Information
Certified by
Trustee or
Custodian

Exception in Information
Not Certified by Trustee or
Custodian but Other
Procedures Have Been
Performed (See Paragraph
8.169)

DOL-required
information is omitted
from supplemental
schedule (for example,
historical cost
information for
nonparticipant-directed
transactions).

Other-matter
paragraph

Qualified or adverse regarding
the form and content of the
schedules (See paragraph
11.79 for an illustration.)
(Report on form and content in
compliance with DOL rules
and regulations.)

The required schedule
is omitted59 (for
example, Schedule H,
line 4j—Schedule of
Reportable
Transactions).

Other-matter
paragraph (See
paragraph 11.78
for an
illustration.)

Qualified or adverse regarding
the form and content of the
schedules
(Report on form and content in
compliance with DOL rules
and regulations.)

The required schedule
is materially
inconsistent with
financial statements or
contains a material
misstatement of fact.

Other-matter
paragraph

Qualified or adverse regarding
the form and content of the
schedules
(Report on form and content in
compliance with DOL rules
and regulations.)

Standard Limited-Scope Audit Reports With Modifications
to the Report on Supplemental Schedules
11.77 The following illustrations of other-matter paragraphs are added to
the auditor's report or modifications made to the report on form and content in
compliance with DOL rules and regulations because a schedule or information
thereon was omitted.
Note
Generally, the DOL will reject a Form 5500 filing that contains a qualified,
an adverse, or a disclaimer of opinion, other than those issued in connection
with a limited-scope audit pursuant to 29 CFR 2520.103-8 or -12.

59

See footnote 29.
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Omitted Schedule Required Under DOL Regulations
in a Limited-Scope Engagement
11.78 The following is an illustration of an auditor's report on a limitedscope audit when the auditor has chosen to include an other-matter paragraph
in the auditor's report to describe the omission of a DOL-required supplemental
schedule.
Circumstances include the following:

r
r
r

Limited-scope audit on financial statements prepared in accordance
with U.S. GAAP.
The plan has not presented the supplemental Schedule H, line 4j—
Schedule of Reportable Transactions.
The auditor chose to include an other-matter paragraph in the auditor's report to describe the omission of the schedule because Schedule
H, line 4j—Schedule of Reportable Transactions, is information that
is certified by the trustee or custodian.
Independent Auditor's Report
[Appropriate Addressee]
[Same auditor report sections for "Report on the Financial Statements,"
"Management's Responsibility for the Financial Statements," "Auditor's Responsibility," "Basis for Disclaimer of Opinion," and "Disclaimer of Opinion," as those illustrated in the standard limited-scope
audit report in paragraph 11.64.]
Other Matters
The supplemental schedules [identify schedules] as of or for the year
ended December 31, 20X2, are required by the Department of Labor's
(DOL) Rules and Regulations for Reporting and Disclosure under the
Employee Retirement Income Security Act of 1974 and are presented
for the purpose of additional analysis and are not a required part of
the financial statements. Because of the significance of the matter
described in the Basis for Disclaimer of Opinion paragraph, we do not
express an opinion on these supplemental schedules.
The Plan has not presented the supplemental Schedule H, line 4j—
Schedule of Reportable Transactions, for the year ended December 31,
20X2. Disclosure of this information is required by the Department of
Labor's Rules and Regulations for Reporting and Disclosure under the
Employee Retirement Income Security Act of 1974.
Report on Form and Content in Compliance With DOL Rules
and Regulations
(Same paragraph as illustrated in the standard limited-scope audit
report in paragraph 11.64.)
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]
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Modified Opinion on Supplemental Schedules—Omitted
Information Required Under DOL Regulations in a
Limited-Scope Engagement
11.79 The following is an illustration of an auditor's report on a limitedscope audit when information has been omitted from a DOL-required supplemental schedule.

Circumstances in the following:

r
r
r
r

Limited-scope audit on financial statements prepared in accordance
with U.S. GAAP.
Schedule H, line 4i—Schedule of Assets (Held at End of Year), as of
December 31, 20X2, that accompanies the plan's financial statements
does not disclose that the plan has loans to participants.
The loans to participants have not been certified by a qualifying institution.
The auditor has qualified the report on form and content of the supplemental schedules because the omitted participant loan information
is information that has not been certified by a qualifying institution,
and the limited-scope audit report provides an opinion on whether the
form and content of the information included in the financial statements and supplemental schedules are presented in compliance with
the DOL rules and regulations for reporting and disclosure under
ERISA.

Independent Auditor's Report
[Appropriate Addressee]
[Same auditor report sections for "Report on the Financial Statements,"
"Management's Responsibility for the Financial Statements," "Auditor's Responsibility," "Basis for Disclaimer of Opinion," "Disclaimer
of Opinion," and "Other Matter," as those illustrated in the standard
limited-scope audit report in paragraph 11.64.]
Report on Form and Content in Compliance With DOL Rules
and Regulations
The form and content of the information included in the financial
statements and supplemental schedules, other than that derived from
the information certified by the trustee (or custodian),60 have been audited by us in accordance with auditing standards generally accepted
in the United States of America and, in our opinion, except for the
omission of loans to participants, that has not been disclosed in the
supplemental Schedule H, line 4i—Schedule of Assets (Held at End of
Year) as of December 31, 20X2 and are considered assets held for investment purposes, are presented in compliance with the Department

60

See footnote 38.
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of Labor's Rules and Regulations for Reporting and Disclosure under
the Employee Retirement Income Security Act of 1974.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

Other Scope Limitations
Disclaimer of Opinion on Audit of Multiemployer Pension Plan
Due to Scope Limitation
11.80 The following is an illustration of an auditor's report on a full-scope
audit when the auditor issues a disclaimer of opinion on the financial statements due to a limitation on the scope of the audit and the auditor has been
engaged to report on the supplementary information in accordance with AU-C
section 725. The auditor is precluded from expressing an opinion on the supplementary information when the auditor's report on the audited financial statements contains a disclaimer of opinion. See paragraph .11 of AU-C section 725.
Note
This illustration may be used for any type of plan, adapted as necessary for
the specific circumstances, when the auditor is unable to obtain sufficient
appropriate audit evidence on which to base the auditor's opinion.
Circumstances include the following:

r
r
r
r
r

Auditor's report on a full-scope audit of a multiemployer pension
plan's financial statements prepared in accordance with U.S. GAAP.
The auditor is unable to apply all the audit procedures considered
necessary with regard to participants' data maintained by, and contributions from, the participating employers and, therefore, is unable
to obtain sufficient appropriate audit evidence on which to base the
opinion
The auditor concludes that the possible effects on the financial statements of undetected misstatements, if any, could be both material
and pervasive.
The auditor issues a disclaimer of opinion on the financial statements,
in accordance with paragraph .10 of AU-C section 705.61
The auditor has been engaged to report on the supplementary information in accordance with AU-C section 725. The auditor is precluded from expressing an opinion on the supplementary information when the auditor's report on the audited financial statements
contains a disclaimer of opinion. See paragraph .11 of AU-C section
725.

61
Generally, the Department of Labor will reject Form 5500 filings that contain a qualified, an
adverse, or a disclaimer of opinion, other than those issued in connection with a limited-scope audit
pursuant to Title 29 U.S. Code of Federal Regulations Part 2520.103-8 or -12.
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Independent Auditor's Report
[Appropriate Addressee]
Report on the Financial Statements62
We were engaged to audit the accompanying financial statements of
XYZ Multiemployer Pension Plan, which comprise the statements of
[identify title of schedules covered] as of December 31, 20X2 and 20X1,
and [identify title of schedules covered] for the years then ended, and
the related notes to the financial statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation
of these financial statements in accordance with accounting principles
generally accepted in the United States of America; this includes the
design, implementation, and maintenance of internal control relevant
to the preparation and fair presentation of financial statements that
are free from material misstatement, whether due to fraud or error.
Auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based on conducting the audits in accordance with auditing
standards generally accepted in the United States of America. Because of the matter described in the Basis for Disclaimer of Opinion
paragraph, however, we were not able to obtain sufficient appropriate
audit evidence to provide a basis for an audit opinion.
Basis for Disclaimer of Opinion
The Plan's records and procedures are not adequate to assure the
completeness of participants' data on which contributions and benefit
payments are determined and we were unable to perform any other
auditing procedures with respect to participants' data maintained by
the participating employers.
Disclaimer of Opinion
Because of the significance of the matter described in the Basis for
Disclaimer of Opinion paragraph, we have not been able to obtain
sufficient appropriate audit evidence to provide a basis for an audit
opinion. Accordingly, we do not express an opinion on these financial
statements.
Report on Supplementary Information63
We were engaged for the purpose of forming an opinion on the financial
statements as a whole. The supplemental schedules of [identify title of
schedules and period covered] are presented for the purpose of additional analysis and are not a required part of the financial statements
but are supplementary information required by the Department of Labor's Rules and Regulations for Reporting and Disclosure under the
Employee Retirement Income Security Act of 1974. Because of the significance of the matter described in the Basis for Disclaimer of Opinion

62

See footnote 4.
See footnote 3. Also see paragraphs 11.18–.24 for discussion when reporting on the supplemental schedules when performing a full-scope audit.
63
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paragraph, it is inappropriate to and we do not express an opinion on
the supplementary information referred to above.
[Auditor's signature]
[Auditor's city and state]
[Date of the auditor's report]

Accumulated Plan Benefits—GAAP Departures and
Changes in Accounting Estimates
11.81 As noted in paragraph 6.14 of this guide, the financial statements
of a DB plan prepared in accordance with GAAP should include information
regarding the actuarial present value of accumulated plan benefits and the
effects, if significant, of certain factors affecting the year-to-year change in
accumulated plan benefits. If the benefit information either is omitted or not
appropriately measured in accordance with FASB ASC 960, the auditor should
modify the auditor's opinion on the financial statements, as appropriate, in
accordance with AU-C section 705.
11.82 FASB ASC 960 requires the presentation of information regarding the actuarial present value of accumulated plan benefits and year-to-year
changes therein of a DB plan but permits certain flexibility in presenting such
information. The information may be included on the face of a financial statements (a separate statement or one that combines accumulated benefit information with asset information), or it may be included in the notes to the
financial statements. In accordance with paragraph .16 of AU-C section 708,
Consistency of Financial Statements (AICPA, Professional Standards), the auditor should evaluate a material change in financial statement classification
and the related disclosure to determine whether such a change is also either
a change in accounting principle or an adjustment to correct a material misstatement in previously issued financial statements. If so, the requirements
in paragraphs .07–.15 of AU-C section 708 apply. Changes in the presentation
of information regarding accumulated benefits are considered reclassifications
or variations in the nature of information presented. Changes in classification in previously issued financial statements do not require recognition in
the auditor's report unless the change represents the correction of a material
misstatement or a change in accounting principle.
11.83 The auditor's report need not be modified for consistency for changes
in actuarial assumptions; changes that merely result in presenting new or
additional accumulated plan benefits information; a change in the format of
presentation of accumulated plan benefit information (for example, from a
separate statement to disclosure in the notes to the financial statements); or
a change from presenting the accumulated plan benefit information (of a DB
plan) as of the beginning of the year to presenting it as of the end of the year

Terminating Plans
11.84 The accounting and reporting by a DB plan for which a decision
to terminate has been made and liquidation is deemed to be imminent are
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discussed in paragraphs 6.117–.128 of this guide.64 The auditor may express
an unmodified opinion on financial statements prepared on the liquidation basis of accounting, provided that the liquidation basis of accounting has been
properly applied and that adequate disclosures are made in the financial statements in accordance with FASB ASC 205-30. The auditor's report may include
an emphasis-of-matter paragraph that states that the plan is being terminated
and that the financial statements (including the benefit information disclosures
presented) have been prepared using the liquidation basis of accounting. When
the financial statements are presented along with financial statements of a period prior to adoption of a liquidation basis that were prepared on the going concern basis in accordance with GAAP, AU-C section 706 requires the auditor to
include an emphasis-of-matter paragraph when a matter that is appropriately
presented or disclosed in the financial statements is of such importance, in the
auditor's professional judgment, that it is fundamental to users' understanding
of the financial statements. If the auditor determines an emphasis-of-matter
paragraph is appropriate, the emphasis-of-matter paragraph would state that
the plan has changed the basis of accounting from the going concern basis to a
liquidation basis.

Note
Interpretation No. 1, "Reporting on Financial Statements Prepared on a Liquidation Basis of Accounting," of AU-C section 700A, Forming an Opinion and
Reporting on Financial Statements (AICPA, Professional Standards, AU-C
sec. 9700 par. .01–.05), contains applicable guidance regarding the auditor's
reporting responsibilities when using the liquidation basis of accounting.
Qs&As were developed by the AICPA Employee Benefit Plans Expert Panel
to help auditors when applying the guidance contained in FASB ASC 20530. Although the information contained in these Qs&As may be specific to a
single-employer DB or DC plan, the information may be relevant when considering the termination of all types of plans. These Qs&As discuss the different types of plan termination and the related processes that may be helpful
when determining whether liquidation is imminent, and address numerous
issues. See Technical Questions and Answers section 6931, "Financial Statement Reporting and Disclosure—Employee Benefit Plans" (AICPA, Technical
Questions and Answers).
11.85 The following is an illustration of an emphasis-of-matter paragraph
that may be added to the auditor's report to emphasize the DB plan sponsors
have approved a plan of liquidation and liquidation is deemed to be imminent.
In accordance with paragraph .07 of AU-C section 706, an emphasis-of-matter
paragraph should be included immediately after the opinion paragraph, use
the heading "Emphasis of Matter" or other appropriate heading, include in
the paragraph a clear reference to the matter being emphasized and to where
relevant disclosures that fully describe the matter can be found in the financial
statements, and indicate that the auditor's opinion is not modified with respect
to the matter emphasized.

64
See also paragraphs 5.103–.110 of this guide for the accounting and reporting guidance for
DC plans that are terminating and paragraphs 7.147–.156 of this guide for H&W plans that are
terminating.
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Note
AU-C section 706 requires an emphasis-of-matter paragraph to be presented
immediately after the opinion paragraph in the auditor's report.

Circumstances include the following:

r
r

r
r

An auditor's report on a full-scope audit of a terminating DB plan
whose financial statements are prepared on the liquidation basis of
accounting in accordance with U.S. GAAP.
The plan was terminated in 20X2 as a standard termination and liquidation was deemed to be imminent therefore the plan has changed
its basis of accounting from the ongoing plan basis used in presenting the 20X1 financial statements to the liquidation basis used in
presenting the 20X2 financial statements, in accordance with FASB
ASC 205-30. As of December 31, 20X2, all assets of the plan have not
yet been fully liquidated.
Comparative statements of net assets available for benefits are presented. Net assets available for benefits for 20X1 are presented on
the going concern basis. Net assets available for benefits for 20X2 are
presented on the liquidation basis of accounting.
The auditor includes an emphasis-of-matter paragraph in the auditor's report to bring the reader's attention to termination of the plan
and the use of the liquidation basis of accounting.
Plan Termination and Liquidation Basis of Accounting
As discussed in Note X to the financial statements, the governing
body of XYZ Pension Plan approved a plan of liquidation on November
9, 20X2, and management determined liquidation is imminent. As a
result, the Plan has changed its basis of accounting from the going
concern basis used in presenting the 20X1 financial statements to the
liquidation basis used in presenting the 20X2 financial statements.
Our opinion is not modified with respect to this matter.

Going Concern
11.86 During the audit of a nonterminated employee benefit plan, the auditor may become aware that the plan sponsor may not be able to continue as a
going concern. Although employee benefit plans are not automatically and necessarily affected by the plan sponsor's financial adversities, this situation may
result in the auditor determining it to be a condition or an event sufficient to
evaluate whether there is substantial doubt about the plan's ability to continue
as a going concern. AU-C section 570, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA, Professional Standards),
addresses the auditor's responsibilities in an audit of financial statements with
respect to evaluating whether there is substantial doubt about the entity's ability to continue as a going concern. This AU-C section applies to all audits of
financial statements, regardless of whether the financial statements are prepared in accordance with a general purpose or special purpose framework. This
AU-C section does not apply to an audit of financial statements based on the
assumption of liquidation (for example, when [a] an entity is in the process of
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liquidation; [b] the owners have decided to commence dissolution or liquidation; or [c] legal proceedings, including bankruptcy, have reached a point at
which dissolution or liquidation is probable).65 See AU-C section 570 for considerations of the effects on the auditor's report when the auditor concludes
that substantial doubt about the entity's ability to continue as a going concern
exists. Also, see chapter 2, "Planning and General Auditing Considerations,"
of this guide for further guidance on going concern considerations.
Note
In August 2014, FASB issued Accounting Standards Update (ASU) No. 201415, Presentation of Financial Statements—Going Concern (Subtopic 205-40):
Disclosure of Uncertainties about an Entity's Ability to Continue as a Going
Concern. This requires management to evaluate whether there are conditions
or events, considered in the aggregate, that raise substantial doubt about an
entity's ability to continue as a going concern within one year after the date
that the financial statements are issued or available to be issued, and to
provide for related disclosures in the notes to the financial statements. The
amendments in this ASU are effective for the annual period ending after
December 15, 2016, and for annual and interim periods thereafter. Early
application permitted. This guidance applies to, all entities. If early adopting,
see the guidance in section H.01 in appendix H, "Guidance Updates," of this
guide.
In January 2015, the AICPA ASB issued four auditing interpretations to
address some of the effects of the accounting standards on going concern. If
FASB ASU No. 2014-15 is early adopted, these new auditing interpretations
to AU-C section 570 address the following topics:

r
r
r
r

The definition of "substantial doubt" about an entity's ability to continue as a going concern
The definition of "reasonable period of time"
Interim financial information
Consideration of financial statement effects

See aicpa.org to view these interpretations at www.aicpa.org/Research/
Standards/AuditAttest/Pages/RecentAAInterpretations.aspx.

Initial Audits of Plans
11.87 For initial audits of plans when the plan had assets in the prior year,
ERISA requires comparative statements of net assets available for benefits.
Comparative statements are not required under U.S. GAAP. AU-C section
510 addresses the auditor's responsibilities relating to opening balances in
an initial audit engagement, including a reaudit engagement. See paragraphs
2.133–.141 of this guide for further discussion of initial audits of employee
benefit plans and AU-C section 510 for the possible effects to the auditor's
report.

65
See Interpretation No. 1, "Reporting on Financial Statements Prepared on a Liquidation Basis
of Accounting," of AU-C section 700A (AICPA, Professional Standards, AU-C sec. 9700 par. .01–.05).
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Prior Period Financial Statements Not Audited
11.88 Guidance on reporting on audited and unaudited financial statements in comparative form is contained in AU-C section 700A. When current
period financial statements are audited and presented in comparative form
with compiled or reviewed financial statements for the prior period, and the
report on the prior period is not reissued, paragraph .56 of AU-C section 700A
states that the auditor should include an other-matter paragraph in the current period auditor's report that includes (a) the service performed in the prior
period, (b) the date of the report on that service, (c) a description of any material modifications noted in that report, and (d) a statement that the service was
less in scope than an audit and does not provide the basis for the expression of
an opinion on the financial statements. If the prior period financial statements
were not audited, reviewed, or compiled, the financial statements should be
clearly marked to indicate their status, and the auditor's report should include
an other-matter paragraph to indicate that the auditor has not audited, reviewed, or compiled the prior period financial statements and that the auditor
assumes no responsibility for them. (See paragraph .57 of AU-C section 700A.)
11.89 The following is an example of an other-matter paragraph that may
be added to the auditor's report for the initial audit of a DC plan when the
prior period statement of net assets available for benefits is compiled. (See
paragraph .A54 of AU-C section 700A.) An other-matter paragraph should be
included immediately after the opinion paragraph and any emphasis-of-matter
paragraphs. (See paragraph .08 of AU-C section 706.)
Other Matter
The statement of net assets available for benefits for the year ended
December 31, 20X1 was compiled by us and our report thereon, dated
March 1, 20X2, stated we did not audit or review the statement and,
accordingly, do not express an opinion or provide any assurance about
whether the statement is in accordance with [the applicable financial
reporting framework].
11.90 If the financial statements of the prior period were audited by a
predecessor auditor, and the predecessor auditor's report on the prior period's
financial statements is not reissued, in addition to expressing an opinion on
the current period's financial statements, paragraph .54 of AU-C section 700A
states that the auditor should state the following in an other-matter paragraph
(see paragraphs 11.70–.71 for an illustration):
a. That the financial statements of the prior period were audited by a
predecessor auditor
b. The type of opinion expressed by the predecessor auditor and, if
the opinion was modified, the reasons therefore
c. The nature of an emphasis-of-matter paragraph or other-matter
paragraph included in the predecessor auditor's report, if any
d. The date of the report
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ERISA and Related Regulations
This appendix is nonauthoritative and is included for informational purposes
only.

Introduction
A.01 The following description, prepared with the assistance of the Employee Benefits Security Administration (EBSA), U.S. Department of Labor
(DOL), is intended to enable the auditor to familiarize himself or herself with
the important provisions of the Employee Retirement Income Security Act of
1974 (ERISA). This is a summary and is not intended to serve as a substitute for the entire act, the related regulations, or the advice of legal counsel.
Changes in the statute and related regulations subsequent to publication of
this guide also should be considered.
A.02 The primary purpose of ERISA is to protect the interests of workers
who participate in employee benefit plans and their beneficiaries. ERISA seeks
to attain that objective by requiring financial reporting to government agencies
and disclosure to participants and beneficiaries, by establishing standards of
conduct for plan fiduciaries, and by providing appropriate remedies, sanctions,
and access to the federal courts. Another objective of ERISA is to improve the
soundness of employee pension benefit plans1 by requiring plans (a) to vest the
accrued benefits of employees with significant periods of service, (b) to meet
minimum standards of funding, and (c) with respect to defined benefit pension
plans, to subscribe to plan termination insurance through the Pension Benefit
Guaranty Corporation (PBGC).
A.03 ERISA replaced the Welfare and Pension Plans Disclosure Act of
1958, amended certain sections of the Internal Revenue Code (IRC), and generally preempted state laws that related to employee benefit plans.

Coverage Under Title I
A.04 Title I of ERISA generally applies to employee benefit plans established or maintained by employers engaged in interstate commerce or in any
industry or activity affecting interstate commerce or by employee organizations representing employees engaged in such activities, or by both employer
and employee organizations.2 Most aspects of ERISA do not apply to
a. governmental plans, including those of state and local governments.
b. church plans unless the plan has made a voluntary election under
IRC Section 410(d).
c. plans established and maintained solely for the purpose of complying with applicable workers' compensation, unemployment compensation, or disability insurance laws.
1
Pension plans are broadly defined in the Employee Retirement Income Security Act of 1974
(ERISA) to include all defined benefit and defined contribution plans, including profit-sharing, stock
bonus, and employee stock ownership plans.
2
No correlation exists between coverage under Title I of ERISA and qualification under the
Internal Revenue Code (IRC).
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d. plans maintained outside the United States primarily for nonresident aliens.3
e. unfunded excess benefit plans (ERISA Section 3[36]).

Participant Standards for Pension Plans
(ERISA Section 202) 4
A.05 ERISA generally provides that a pension plan cannot exclude an
employee from participation because of age or service if he or she has completed
1 year of service and is at least 21 years old. However, a pension plan may
defer participation until attainment of age 21 and 2 years of service, provided
that benefits vest 100 percent thereafter. In addition, ERISA provides that an
individual may not be denied the right to participate in a plan on the basis of
having attained a specific age.

Vesting Standards for Pension Plans (ERISA Section 203)
A.06 Pension plan participants' rights to accrued benefits from their own
contributions are nonforfeitable. In addition, generally, defined benefit plans
are required to provide that the employees' rights to accrued benefits from
employer contributions vest in a manner that equals or exceeds either of 2
alternative schedules: (a) graded vesting of accrued benefits, with at least 20
percent vesting after 3 years of service, at least 20 percent each year thereafter
for 4 years, so that the employee's accrued benefit would be 100 percent vested
after 7 years; or (b) 100 percent vesting of accrued benefits after 5 years of
service, with no vesting required before the end of the 5 year period. Defined
contribution (individual account) plans are required to provide that the employees' rights to accrued benefits from employer contributions vest in a manner
that equals or exceeds either of 2 faster alternative schedules: (a) graded vesting of accrued benefits, with at least 20 percent vesting after 2 years of service,
at least 20 percent each year thereafter for 3 years, so that the employee's
accrued benefit would be 100 percent vested after 6 years; or (b) 100 percent
vesting of accrued benefits after 3 years of service, with no vesting required
before the end of the 3-year period.
A.07 Tax-qualified plans require more stringent vesting if a termination,
partial termination, or discontinuance of contribution to the plan is initiated
or if the plan is top-heavy (IRC Sections 411[d] and 416).
A.08 For computation of years of service as they relate to an employee's
vesting rights, a year of service is defined in ERISA as a 12-month period
during which the participant has completed at least 1,000 hours of service
(ERISA Section 203[b][2]). Regulations that refine that definition are complex.
In addition, complex rules apply that define breaks in service.
A.09 Sufficient records must be maintained to determine an employee's
benefits. ERISA Section 105 sets forth the requirements applicable to the furnishing of pension benefit statements to plan participants and beneficiaries.
3
The phrase plans maintained outside the United States does not include a plan that covers
residents of Puerto Rico, the U.S. Virgin Islands, Guam, Wake Island, or America Samoa.
4
Reorganization Plan No. 4 of 1978 (Title 43 U.S. Code of Federal Regulations [CFR] Part 47713,
October 17, 1978) generally transferred from the Secretary of Labor to the Secretary of the Treasury
regulatory and interpretative authority for Parts 2 and 3 of Title I of ERISA.
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Plan administrators of both individual account plans and defined benefit plans
are required to automatically furnish pension benefit statements, at least once
each quarter, in the case of individual account plans that permit participants
to direct their investments; at least once each year, in the case of individual account plans that do not permit participants to direct their investments; and at
least once every three years in the case of defined benefit plans. ERISA Section
209 also requires the maintenance of records by employers relating to individual benefit reporting. ERISA Section 107 provides general record retention
requirements for employee benefit plans.

Minimum Funding Standards for Pension Plans
(ERISA Sections 301–305)
A.10 ERISA requires that pension plans subject to the minimum funding
standards maintain an account called the funding standard account (FSA).
This account is a memorandum account, and it is not included in the plan's
financial statements. Defined benefit pension plans are required to maintain an
FSA. Certain defined contribution plans (that is, money-purchase and targetbenefit plans) must maintain FSAs, but on a more limited basis. The FSA is
used to determine compliance with minimum funding standards set forth in
ERISA.
A.11 For most defined benefit pension plans, the sponsor's annual contribution to the plan must be sufficient to cover the normal cost for the period,
the amount to amortize initial unfunded past service liability, and increases or
decreases in unfunded past service liability resulting from plan amendments,
experience gains or losses, and actuarial gains or losses from changes in actuarial assumptions.
A.12 An accumulated funding deficiency is the excess of total charges
(required contributions) to the FSA for all plan years (beginning with the first
plan year when the funding standards are applicable) over total credits (actual
contributions) to the account for those years. Accumulated funding deficiencies,
in the absence of a funding waiver issued by the IRS, may result in an excise tax
payable by the plan sponsor for failure to meet the minimum funding standards
and in possible action by the IRS to enforce the standards. If a deficiency in
the FSA exists at the end of the plan year, it is important for the auditor
to consider whether a receivable from the employer company (and, possibly,
a related reserve for uncollectible amounts) should be reflected in the plan's
financial statements.
A.13 The IRS may waive all or part of the minimum funding requirements
for a plan year in which the minimum funding standard cannot be met without
imposing substantial business hardship on the employer. That waiver is issued,
however, only if failure to do so would be adverse to the participants' interests.
The IRS determines whether a substantial hardship would occur on the basis
of various factors, certain of which are stated in ERISA Section 303. This does
not change the plan's possible need to record a contribution receivable.
A.14 ERISA Section 305 provides rules for multiemployer plans determined to be in endangered status or critical status. The actuary of a multiemployer defined benefit plan should certify to the Department of Treasury and
the plan sponsor whether or not the plan is in endangered status and whether
or not the plan is in or will be in critical status, no later than the 90th day of
each plan year. In addition, the actuary should certify whether or not the plan
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is making the scheduled progress in meeting the requirements of the funding
improvement plan or rehabilitation plan. Within 30 days of being certified in
critical, seriously endangered, or endangered status, the plan sponsor should
notify in writing the participants and beneficiaries, the bargaining parties,
the PBGC, and the Department of Labor. Not later than 240 days following
the required date for the actuarial certification of endangered status, the plan
sponsor should adopt a funding improvement plan if the plan is in endangered
or seriously endangered status or a rehabilitation plan if in critical status.

Trust Requirements (ERISA Section 403)
A.15 Generally, tax laws require that qualified pension, profit-sharing,
and stock bonus plans be funded through a trust. The IRC does not contain
any such requirement for welfare benefit plans or fringe benefit plans. ERISA
Section 403 generally requires, however, that the assets of all employee benefit
plans, including welfare plans, be held in trust. There are exceptions for certain
insurance contracts and 403(b) custodial accounts. Participant contributions,
including salary reduction amounts, are considered to be employee contributions under ERISA and generally do constitute plan assets. An employer is
required to segregate employee contributions from its general assets as soon
as practicable, but in no event more than (a) 90 days after the contributions
are paid by employees or withheld from their wages for a welfare benefit plan
or (b) the 15th business day following the end of the month in which amounts
are contributed by employees or withheld from their wages for a pension benefit plan [ref. DOL Reg. 2510.3-102]. The DOL has announced that it will not
presently enforce the trust requirement for cafeteria plans under IRC Section
125 to which employees make contributions. This policy also temporarily relieves these contributory welfare plans from compliance with the trust requirements of ERISA with respect to participant contributions used to pay insurance
premiums in accordance with the department's reporting regulations.5

Voluntary Employee Benefit Associations
A.16 A voluntary employee benefit association (VEBA) is a welfare trust
under IRC Section 501(c)(9). Generally, plans funded by a Section 501(c)(9)
trust must be audited if they have 100 or more participants at the beginning
of the plan year (see paragraph A.26).

Reporting and Disclosure for Pension and Welfare Plans
(ERISA Sections 101–111 and 1032–1034)
A.17 ERISA generally requires that the administrator of an employee
benefit plan prepare and file various documents with the DOL, the IRS, and
the PBGC. Under Title I of ERISA, the plan administrator is required to furnish to the DOL, upon request, any documents relating to the employee benefit
plan, including but not limited to, the latest summary plan description (including any summaries of plan changes not contained in the summary plan description), and the bargaining agreement, trust agreement, contract, or other
instrument under which the plan is established or operated (ERISA Section
104[a][6]). In addition, most plans are required to file an annual report that
5

See 29 CFR 2520.104-20(b)(2)(ii) or (iii) and 29 CFR 2520.104-44(b)(1)(ii) or (iii), as applicable.
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also satisfies the annual reporting requirements of Titles I and IV of ERISA
(Sections 104[a][1][A], 1031, and 4065) and the IRC. Title I of ERISA also requires that the plan administrator furnish certain information relative to the
employee benefit plan to each participant and beneficiary receiving benefits under the plan. These disclosures include summary plan descriptions, including
summaries of changes and updates to the summary plan description (Section
104[b][1]), summary annual reports (Section 104[b][3]) (except for defined benefit plans to which ERISA Section 101[f] applies), defined benefit plan funding
notices (Section 101[f]), and, in the case of most pension plans, individual benefit reports describing the participant's accrued and vested benefits under the
plan (Sections 105 and 209).

Annual Report
A.18 The report of most significance to the auditor is the annual report.
The annual report required to be filed for employee benefit plans generally
is the Form 5500, Annual Return/Report of Employee Benefit Plan. The Form
5500 is a joint-agency form developed by the IRS, DOL, and PBGC, that may be
used to satisfy the annual reporting requirements of the IRC and Titles I and
IV of ERISA. For purposes of Title I of ERISA only, a plan administrator may,
in lieu of filing the Form 5500, elect to file the information required by ERISA
Section 103. However, almost all plan administrators use the Form 5500. Use
of the Form 5500 is required for filings under the IRC and Title IV of ERISA.

Who Must File
A.19 An administrator of an employee benefit plan subject to ERISA, and
not otherwise exempt, must file an annual report for each such plan every year.
The IRS, DOL, and PBGC have consolidated their requirements into the Form
5500 to minimize the filing burden for plan administrators and employers.
Likewise, direct filing entities (DFE), described as follows, are also required
to use the Form 5500 when reporting to the DOL. In general, the Form 5500
reporting requirements vary depending on whether the Form 5500 is being
filed for a large plan, a small plan, or a DFE and on the particular type of plan
or DFE involved. Plans with 100 or more participants as of the beginning of the
plan year must complete the Form 5500 following the requirements for a large
plan. Plans with fewer than 100 participants should follow the requirements
for a small plan. (There are 3 approaches to small plan filings. The first is Form
5500 with all attachments but replacing Schedule H, "Financial Information,"
with Schedule I, "Small Plan Financial Information." The second is Form 5500SF which is limited to small plans whose investments are limited to those
with a readily determinable market value and do not include any employer
securities. The final choice is Form 5500-EZ which is generally limited to plans
covering owners only.) DOL regulations permit plans that have between 80
and 120 participants (inclusive) at the beginning of the plan year to complete
the Form 5500 in the same category (large plan or small plan) as was filed for
the previous year. The Form 5500 and Form 5500-SF is filed with the EBSA in
accordance with the instructions to the form.

Participants
A.20 ERISA Section 3(7) defines a participant as any employee or former
employee of an employer, or any member or former member of an employee
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organization, who is or may become eligible to receive a benefit of any type from
an employee benefit plan that covers employees of such employer or members
of such organization or whose beneficiaries may be eligible to receive any such
benefit.
A.21 For IRC Section 401(k) qualified cash or deferred arrangement, a
participant means any individual who is eligible to participate in the plan
whether or not the individual elects to contribute or has an account under the
plan [ref: DOL Regulation Title 29 U.S. Code of Federal Regulations (CFR)
Part 2510.3-3(d) and the Form 5500 Instructions]. For welfare plans, however,
an individual becomes a participant on the earlier of the date designated by
the plan as the date on which the individual begins participation in the plan;
the date on which the individual becomes eligible under the plan for a benefit
subject only to occurrence of the contingency for which the benefit is provided;
or the date on which the individual makes a contribution to the plan, whether
voluntary or mandatory [ref: DOL Reg. 29 CFR 2510.2-3(d) and the Form 5500
Instructions].

Stop-Loss Coverage
A.22 Many self-funded plans carry stop-loss coverage to limit either the
plan's or employer's loss exposure. Stop-loss coverage is a contract with an
insurer that provides that the insurer will pay claims in excess of a specified
amount. The coverage may be aggregate (that is, the insurer will pay if total
claims exceed the specified amount) or specific (that is, the insurer will pay if
an individual claim exceeds the specified amount).

Plans Required to File the Annual Report and Audited
Financial Statements
A.23 Generally, plans subject to Part 1 of Title I of ERISA require an
audit. Certain plans are not covered by ERISA and accordingly are not subject
to the federal audit requirement (see paragraph A.04). In addition, it should be
noted that the plan administrator's obligation to retain an accountant to audit
the plan continues to remain in effect even when the plan loses its tax-qualified
status.

Who Must Engage an Independent Qualified
Public Accountant
A.24 Employee benefit plans filing the Form 5500 as a large plan (for example, plans with 100 or more participants as of the beginning of the plan year)
are generally required to engage an independent qualified public accountant
(IQPA) pursuant to ERISA Section 103(a)(3)(A). In counting participants for
these purposes, an individual usually becomes a participant under a welfare
plan when he or she becomes eligible for a benefit and under a pension plan
when he or she has satisfied the plan's age and service requirements for participation (see instructions to the Form 5500). An IQPA's opinion, accompanying
financial statements and notes, must also be attached to a Form 5500 for a large
plan unless (a) the plan is an employee welfare benefit plan that is unfunded,
fully insured, or a combination of unfunded and insured as described in 29 CFR
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2520.104-44(b)(1);6 (b) the plan is an employee pension benefit plan whose sole
asset(s) consist of insurance contracts that provide that, upon receipt of the
premium payment, the insurance carrier fully guarantees the amount of benefit payments as specified in 29 CFR 2520.104-44(b)(2) and the Form 5500
instructions;7 or (c) the plan has elected to defer attaching the accountant's
opinion for the first of two plan years, one of which is a short plan year of seven
months or less as allowed by 29 CFR 2520.104-508 (see paragraphs A.85, 29
CFR 2520.104-50, and the instructions to the Form 5500).
Pension benefit plans filing the Form 5500 as a small plan (for example, those
with fewer than 100 participants as of the beginning of the plan year) are
exempt from the audit requirement to the extent that at least 95 percent of
their assets are qualifying plan assets. Plans not satisfying this test may still
avoid the audit requirement if the total amount of nonqualifying plan assets
are covered by an ERISA Section 412 fidelity bond. Small pension plans seeking
to avoid the audit requirement must also make certain required disclosures to
plan participants.

Pension Benefit Plans
A.25 An annual report is generally required to be filed even if (a) the plan
is not qualified, (b) participants no longer accrue benefits, and (c) contributions
were not made for the plan year. The following are among the pension benefit
plans for which a Form 5500 Annual Return or Report must be filed:

r
r
r
r

r

Annuity arrangements under IRC Section 403(b)(1)
Custodial accounts established under IRC Section 403(b)(7) for
regulated investment company stock
Individual retirement accounts established by an employer under
IRC Section 408(c)
Pension benefit plans maintained outside the United States primarily for nonresident aliens if the employer who maintains the
plan is a domestic employer or a foreign employer with income
derived from sources within the United States (including foreign
subsidiaries of domestic employers) and deducts contributions to
the plan on its U.S. income tax return
Church pension plans electing coverage under IRC Section 410(d)

Pension benefit plans generally provide retirement income and include

r
r

defined benefit plans; and
defined contribution plans, including profit-sharing plans, moneypurchase pension plans, stock-bonus and employee stockownership plans, and 401(k), 403(b), and other thrift or savings
plans.

6
Single employer welfare plans using an IRC Section 501(c)(9) trust are generally not exempt
from the requirement of engaging an independent qualified public accountant. See paragraph A.36
for an explanation of the welfare plans considered to be unfunded, fully insured, or a combination of
unfunded and insured.
7
See paragraph A.69n.
8
29 CFR 2520.104-50 permits the administrator of an employee benefit plan to defer the audit
requirement for the first of two consecutive plan years, one of which is a short plan year of seven or
fewer months' duration, and to file an audited statement for that plan year when the annual report
is filed for the immediately following plan year, subject to certain conditions.
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General Filing Requirements:

r
r

Plans with 100 or more participants at the beginning of the plan
year must file the Form 5500, Form 5500-SF, or Form 5500-EZ
following the requirements for large plans.
Plans with fewer than 100 participants at the beginning of the
plan year must file the Form 5500 following the requirements for
small plans.

Exception:
Pursuant to DOL Regulation 29 CFR 2520.103-1(d), plans that have between 80
and 120 participants (inclusive) at the beginning of the plan year may complete
the Form 5500 in the same category (large plan or small plan) as was filed for
the previous year. Plans that file the Form 5500 as a small plan pursuant to the
80/120 rule will not be required to have an audit of their financial statements
provided they meet the requirements of DOL Reg. 29 CFR 2520.104.46, as
amended (see paragraph A.24).
General Audit Requirements:

r
r

Plans with 100 or more participants at the beginning of the plan
year that file the Form 5500 as a large plan are required to have
an annual audit of their financial statements.
Plans with fewer than 100 participants at the beginning of the
plan year that file the Form 5500 as a small plan may be exempt
from the audit requirement provided they meet the requirements
of DOL Reg. 29 CFR 2520.104.46, as amended (see paragraph
A.24). Plans may only file using Form 5500-SF if they meet the
conditions to be exempt from audit.

General Exemptions From Filing and Audit Requirements:

r

Plans that are unfunded or fully insured and provide benefits only
to a select group of management or highly compensated employees. Note: A one-time DOL notification is required for these "top
hat" plans [ref: DOL Reg. 29 CFR 2520.104-23].

General Exemptions From Audit Requirement Only:
Plans, irrespective of the number of participants at the beginning of the plan
year, that

r

r

provide benefits exclusively through allocated insurance contracts. A contract is considered to be allocated only if the insurance
company or organization that issued the contract unconditionally guarantees, upon receipt of the required premium or consideration, to provide a retirement benefit of a specified amount,
without adjustment for fluctuations in the market value of the
underlying assets of the company or organization, to each participant, and each participant has a legal right to such benefits that
is legally enforceable directly against the insurance company or
organization;
are funded solely by premiums paid directly from the general assets of the employer or the employee organization maintaining
the plan, or partly from such general assets and partly from contributions from employees;
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forward any participant contributions within three months of receipt; and
provide for the return of refunds to contributing participants
within three months of receipt by the employer or employee organization [ref: DOL Reg. 29 CFR 2520.104-44(b)(2)].

Welfare Benefit Plans
A.26 These plans are described in Section 3(1) of Title I of ERISA. An employee welfare benefit plan includes any plan, fund, or program that provides,
through the purchase of insurance or otherwise, medical, surgical, hospital,
sickness, accident, disability, severance, vacation, prepaid legal services, apprenticeship, and training benefits for employees.9
General Filing Requirements:

r
r

Plans with 100 or more participants at the beginning of the plan
year must file the Form 5500 as a large plan.
Plans with fewer than 100 participants at the beginning of the
plan year must file the Form 5500 as a small plan, as previously
described.

Exception:
Pursuant to DOL Reg. 29 CFR 2520.103-1(d), a plan that covers between 80
and 120 participants at the beginning of the plan year may elect to complete
the Form 5500 in the same category (large plan or small plan) as was filed for
the previous year. Plans that file the Form 5500 as a small plan pursuant to
the 80/120 rule are not required to have an audit of their financial statements
[ref: DOL Reg. 29 CFR 2520.104-46].
General Audit Requirements:

r
r

Plans with 100 or more participants at the beginning of the plan
year that file the Form 5500 as a large plan are required to have
an annual audit of their financial statements.
Plans with fewer than 100 participants at the beginning of the
plan year that file the Form 5500 as a small plan are exempt from
the audit requirement.

General Exemptions From Filing and Audit Requirements:

r
r

Plans that are unfunded or fully insured and provide benefits
only to a select group of management or highly compensated employees. Note: The DOL can require that certain information be
provided upon request [ref: DOL Reg. 29 CFR 2520.104-24].
Plans that have fewer than 100 participants at the beginning of
the plan year and do all of the following [ref: DOL Reg. 29 CFR
2520.104-20]:
— (1) Pay benefits solely from the general assets of the employer or employee organization maintaining the plan; (2)
provide benefits exclusively through insurance contracts

9
In certain cases, a severance plan will be considered a pension plan. See DOL Reg. 29 CFR
2510.3-2(b).
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or policies issued by a qualified insurance company or
through a qualified HMO, the premiums of which are
paid directly out of the general assets of the employer
or employee organization, or partly from general assets
and partly from employee or member contributions; or
(3) partly as in (1) and partly as in (2)
—

Forward any employee contributions to the insurance
company within three months of receipt

—

Pay any employee refunds to employees within three
months of receipt

General Exemption From Audit Requirement Only:
Plans, irrespective of the number of participants at the beginning of the plan
year, that do all of the following [ref: DOL Reg. 29 CFR 2520.104-44(b)(1)]:

r

r
r

(1) Pay benefits solely from the general assets of the employer or
employee organization maintaining the plan; (2) provide benefits
exclusively through insurance contracts or policies issued by a
qualified insurance company or through a qualified HMO, the
premiums of which are paid directly out of the general assets of
the employer or employee organization, or partly from general
assets and partly from employee or member contributions; or (3)
provide benefits partly from the general assets of the employer or
employee organization and partly through insurance (for example,
a stop-loss insurance policy purchased or owned by the plan)
Forward any employee contributions to the insurance company
within three months of receipt
Pay any employee refunds to employees within three months of
receipt

Plans Covered by IRC Section 6058
A.27 Most retirement and savings plans (for example, pension, profitsharing, or stock bonus plans) are required to file a Form 5500 series return
under IRC Section 6058 as well as ERISA. According to Announcement 82146, however, church plans that have not made a Section 410(d) election and
governmental plans are not required to file a return.

Cafeteria Arrangements (IRC Section 125 Plans)
A.28 In Notice No. 2002-24, the IRS eliminated the filing requirement for
cafeteria plans maintained pursuant to Section 125. It is important to note,
however, that this notice does not affect the annual reporting requirements of
employee benefit plans under Title I of ERISA. This means that cafeteria plans
that incorporate welfare benefits are no longer required to complete a Schedule
F, but they may still be required to file a Form 5500 to report on the plan's
welfare benefits covered by Title I of ERISA (see paragraph A.26).

PWBA Technical Release 92-1
A.29 In June 1992, the Pension and Welfare Benefits Administration
(PWBA [now known as the EBSA]) issued Technical Release 92-1 announcing
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the DOL's enforcement policy with respect to welfare benefit plans with participant contributions. Cafeteria plans described in Section 125 of the IRC may
not be required to have an audit if the participant contributions used to pay
benefits have not been held in trust. An audit may also not be required for
other contributory welfare benefit plans where participant contributions are
applied to the payment of premiums and such contributions have not been held
in trust. The enforcement policy stated in ERISA Technical Release 92-1 will
continue to apply until the adoption of final regulations addressing the application of the trust and reporting requirements of Title I of ERISA to welfare
plans that receive participant contributions. See exhibit 2-3, "Welfare Benefit
Plans Audit: Decision Flowchart," for further guidance.

Plans Excluded From Filing
A.30 Plans maintained only to comply with workers' compensation, unemployment compensation, or disability insurance laws are excluded from filing.
A.31 An unfunded excess benefit plan (Section 3[36]) is excluded from
filing.
A.32 A welfare benefit plan maintained outside the United States primarily for persons substantially all of whom are nonresident aliens (see footnote 3)
is excluded from filing.
A.33 A pension benefit plan maintained outside the United States is excluded from filing if it is a qualified foreign plan within the meaning of IRC
Section 404A(e) that does not qualify for the treatment provided in IRC Section
402(c) (see paragraph A.04d).
A.34 A church plan not electing coverage under IRC Section 410(d) or a
governmental plan is excluded from filing.
A.35 An annuity arrangement described in 29 CFR 2510.3-2(f) is excluded
from filing.
A.36 A welfare benefit plan as described in 29 CFR 2520.104-20 is excluded from filing. Such a plan has fewer than 100 participants as of the beginning of the plan year and generally is one of the following:
a. Unfunded. Benefits are paid as needed directly from the general
assets of the employer or the employee organization that sponsors
the plan.10
b. Fully insured. Benefits are provided exclusively through insurance
contracts or policies, the premiums being paid directly by the employer or employee organization from its general assets or partly
from its general assets and partly from contributions by its employees or members.
c. A combination of unfunded and insured. Benefits are provided partially as needed directly from the general assets of the employer
or the employee organization that sponsors the plan and partially
through insurance contracts or policies, the premiums being paid
directly by the employer or employee organization from its general
assets (see paragraph A.69d).
10
Directly means that the plan does not use a trust or separately maintained fund (including a
IRC Section 501[c][9] trust) to hold plan assets or to act as a conduit for the transfer of plan assets.
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A.37 An apprenticeship or training plan meeting all of the conditions
specified in 29 CFR 2520.104-22 is excluded from filing (see paragraph A.69f).
A.38 An unfunded pension benefit plan or an unfunded or insured welfare
benefit plan (a) whose benefits go only to a select group of management or
highly compensated employees and (b) that meets the requirements of 29 CFR
2520.104-23 (including the requirement that a notification statement be filed
with the DOL) or 29 CFR 2520.104-24, respectively, is excluded from filing (see
paragraph A.69g–h).
A.39 Day-care centers as specified in 29 CFR 2520.104-25 are excluded
from filing (see paragraph A.69i).
A.40 Certain dues-financed welfare and pension plans that meet the requirements of 29 CFR 2520.104-26 and 2520.104-27 are excluded from filing
(see paragraph A.69j).
A.41 A welfare plan that participates in a group insurance arrangement
that files a Form 5500 on behalf of the welfare plan is excluded from filing (see
29 CFR 2520.104-43).
A.42 A simplified employee pension (SEP) described in IRC Section 408(k)
that conforms to the alternative method of compliance described in 29 CFR
2520.104-48 or -49 is excluded from filing. A SEP is a pension plan that meets
certain minimum qualifications regarding eligibility and employer contributions (see paragraph A.69p–q).

Kinds of Filers
A.43 A single employer plan is a plan sponsored by one employer.11
A.44 A plan for a controlled group is a plan for a controlled group of
corporations under IRC Section 414(b), a group of trades or businesses under
common control under IRC Section 414(c), or an affiliated service group under
IRC Section 414(m). For Form 5500 filing purposes, a controlled group is generally considered one employer when benefits are payable to participants from
the plan's total assets without regard to contributions by each participant's
employer (ref: Form 5500 instructions].
A.45 A multiemployer plan is a plan (a) in which more than one employer is
required to contribute, (b) that is maintained pursuant to one or more collective
bargaining agreements, and (c) that had not made the election under IRC
Section 414(f)(5) and ERISA Section 3(37)(E).
A.46 A multiple-employer plan is a plan that involves more than one
employer, is not one of the plans described in paragraphs A.45–.46, and includes only plans whose contributions from individual employers are available
to pay benefits to all participants.12 Participating employers do not file individually for these plans. Multiple-employer plans can be collectively bargained
and collectively funded, but if covered by PBGC termination insurance, must

11
If several employers participate in a program of benefits wherein the funds attributable to
each employer are available only to pay benefits to that employer's employees, each employer must
file as a sponsor of a single employer plan.
12
A separate Schedule T, "Qualified Pension Plan Coverage Information," for each participating
employer that provides pension benefits must be attached to the plan's Form 5500.
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have properly elected before September 27, 1981, not to be treated as a multiemployer plan under IRC Section 414(f)(5) or ERISA Sections 3(37)(E) and
4001(a)(3).
A.47 DFEs include common or collective trusts (CCTs), pooled separate
accounts (PSAs), master trust investment accounts (MTIAs), 103-12 investment entities (103-12 IEs), and group insurance arrangements (GIAs). CCTs,
PSAs, MTIAs, and 103-12 IEs must generally comply with the Form 5500 instructions for large pension plans. GIAs must follow the instructions for large
welfare plans.
A.48 A group insurance arrangement is an arrangement that provides
welfare benefits to the employees of two or more unaffiliated employers (not
in connection with a multiemployer plan nor a multiple employer collectively
bargained plan), fully insures one or more welfare plans of each participating
employer, and uses a trust (or other entity such as a trade association) as the
holder of the insurance contracts and the conduit for payment of premiums to
the insurance company. If such an arrangement files a Form 5500 in accordance
with 29 CFR 2520.103-2, the welfare plans participating in the arrangement
need not file a separate report.13

When to File
A.49 Plans and GIAs. The annual report is due by the last day of the
seventh calendar month after the end of a plan year (not to exceed 12 months
in length), including a short plan year (any plan year less than 12 months).
A plan year ends upon the date of the change in accounting period or upon
the complete distribution of the assets of the plan. Direct Filing Entities Other
Than GIAs. The annual report is due no later than 9.5 months after the end of
the direct filing entity's year. No extension of time is available to these entities
for making their Form 5500 filings.
A.50 A one-time extension of time up to 2.5 months may be granted for filing the annual report of a plan or group insurance arrangement if Form 5558,
Application for Extension of Time to File Certain Employee Plan Returns, is
filed with the IRS before the normal due date of the report. In addition, singleemployer plans and plans sponsored by a controlled group of corporations that
file consolidated federal income tax returns are automatically granted an extension of time to file the Form 5500 to the due date of the federal income
tax return of the single employer or controlled group of corporations if certain
conditions described in the instructions to the forms are met. A copy of the
extension is no longer required to be filed with the annual report, but should
be retained in the sponsor's records.

Filing Under the Statute Versus the Regulations
A.51 As stated in paragraph A.18, plan administrators may, for purposes
of Title I of ERISA, file an annual report containing all of the information required by ERISA Section 103 (that is, the statute) or the information required
by the regulations. As also noted in paragraph A.18, however, a filing in accordance with ERISA Section 103 will not satisfy an administrator's annual

13

Also see 29 CFR 2520.104-21 and 2520.104-43.
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reporting obligations under the IRC or Title IV of ERISA; the Form 5500 must
be filed to comply with those requirements.
a. Regulations. Filing the Form 5500 is considerably different than
filing pursuant to the statute. The regulations require that the
accountant's report
i. disclose any omitted auditing procedures deemed necessary by the accountant and the reasons for their omission.
ii. state clearly the accountant's opinion of the financial statements and schedules covered by the report and the accounting principles and practices reflected therein.
iii. state clearly the consistency of the application of the accounting principles between the current year and the preceding year or about any changes in such principles which
have a material effect on the financial statements.14
iv. state clearly any matters to which the accountant takes
exception, the exception, and to the extent practical, the
effect of such matters on the related financial statements.
Exceptions are required to be further identified as (a) those
that are the result of DOL regulations and (b) all others.15
The regulations also require (1) current value,16 comparing the beginning and end of the plan year; (2) a description of accounting
principles and practices reflected in the financial statements and, if
applicable, variances from accounting principles generally accepted
in the United States of America as promulgated by the Financial
Accounting Standards Board (U.S. GAAP); and (3) an explanation
of differences, if any, between the information contained in the separate financial statements and the net assets, liabilities, income,
expense, and changes in net assets as required to be reported on
the Form 5500.
b. Statute. In particular, a plan administrator electing to comply with
the statute must satisfy all the requirements of ERISA Section 103
and may not rely on regulatory exemptions and simplified methods of reporting or alternative methods of compliance prescribed
with respect to the Form 5500. In addition, the statute requires
(1) the accountant to express an opinion on whether the financial
statements and ERISA Section 103(b) schedules conform with U.S.
GAAP on a basis consistent with that of the preceding year and (2)
current value, comparing the end of the previous plan year and the
end of the plan year being reported.
14
An accountant's report prepared in accordance with AU-C section 708, Consistency of Financial Statements (AICPA, Professional Standards), which prescribes that no reference be made to the
consistent application of accounting principles generally accepted in the United States in those cases
in which there has been no accounting change, will be viewed as consistent with the requirements of
ERISA and regulations issued thereunder with regard to the required submission of an accountant's
report.
15
Other requirements are that the report be dated and manually signed, that it indicate the city
and state where it is issued, and that it identify (without necessarily enumerating) the statements
and schedules covered.
16
Current value, as used in this guide, means fair market value where available and otherwise
the fair value as determined in good faith by a trustee or a named fiduciary (as defined in Section
402[a][2]) pursuant to the terms of the plan and in accordance with regulations of the Secretary,
assuming an orderly liquidation at the time of such determination (Section 3[26] of ERISA).
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A.52 The statute and the regulations require that the examination be
conducted in accordance with U.S. generally accepted auditing standards.
a. Financial information required under both methods includes plan
assets and liabilities (aggregated by categories and valued at their
current value with the same data displayed in comparative form
using the end of the current plan year at either [1] the end of
the previous plan year [statute] or [2] beginning of the current
plan year [regulations] and information concerning plan income,
expenses, and changes in net assets during the plan year.
b. Required supplemental information includes mandatory use of
standardized schedules (Form 5500, Schedule G, "Financial Transaction Schedules") as follows (see paragraph A.77):
i. Loans or fixed income obligations due in default or uncollectible
ii. Leases in default or uncollectible
iii. Nonexempt transactions
Required information also includes the following nonstandardized
schedules:
iv. Schedule H, line 4a—Schedule of Delinquent Participant
Contributions
v. Schedule H, line 4i—Schedule of Assets (Held at End of
Year)
vi. Schedule H, line 4i—Schedule of Assets Held (Acquired
and Disposed of Within Year), if filing under the alternative method17
vii. Schedule H, line 4j—Schedule of Reportable Transactions
(that is, transactions that exceed 3 percent [statute] or 5
percent [regulations] of the current value of plan assets at
the beginning of the year).18
c. Notes to the financial statements, when applicable, should be provided concerning
i. a description of the plan, including significant changes in
the plan and effect of the changes on benefits.
ii. the funding policy and changes in funding policy (including
policy with respect to prior service cost) and any changes
in such policies during the year (only applicable under the
statutory method for pension plans).
iii. a description of material lease commitments and other
commitments and contingent liabilities.
iv. a description of any agreements and transactions with
persons known to be parties in interest.
17
Any assets held for investment purposes in a 401(h) account should be shown on Schedule H,
line 4i—Schedule of Assets (Held at End of Year), and Schedule H, line 4j—Schedule of Reportable
Transactions, for the pension plan.
18
Plans filing their annual reports under the statutory method are required to report transactions that exceed 3 percent of the fair value of plan assets at the beginning of the year, whereas plans
that file pursuant to the alternative method of compliance prescribed in the Department of Labor's
(DOL's) regulations are required to report transactions that exceed 5 percent of the fair value of plan
assets at the beginning of the year.
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v. a general description of priorities in the event of plan termination.
vi. whether a tax ruling or determination letter has been obtained.
vii. any other information required for a fair presentation.
viii. an explanation of differences, if any, between the information contained in the separate financial statements and
the net assets, liabilities, income, expense, and changes in
net assets as required to be reported on the Form 5500, if
filing under the alternative method (see paragraph A.51).

Investment Arrangements Filing Directly With the DOL
A.53 Generally, when the assets of two or more plans are maintained in
one trust or account or separately maintained fund, all annual report entries,
including any attached schedules, should be completed by including the plan's
allocable portion of the trust, account, or fund. Certain exceptions have been
made, however, for plans that invest in certain investment arrangements that
are either required to, or may elect to, file information concerning themselves
and their relationship with employee benefit plans directly with the DOL as
discussed subsequently. Plans participating in these investment arrangements
are required to attach certain additional information to the Form 5500 as
specified in subsequent paragraphs. For a definition of plan assets and the
look-through provisions, see 29 CFR 2510.3-101.

CCTs and PSAs
A.54 For reporting purposes, a CCT is a trust maintained by a bank, trust
company, or similar institution that is regulated, supervised, and subject to
periodic examination by a state or federal agency for the collective investment
and reinvestment of assets contributed thereto from employee benefit plans
maintained by more than one employer or a controlled group of corporations,
as the term is used in IRC Section 1563.
For reporting purposes, a PSA is an account maintained by an insurance carrier
that is regulated, supervised, and subject to periodic examination by a state
agency for the collective investment and reinvestment of assets contributed
thereto from employee benefit plans maintained by more than one employer or
controlled group of corporations, as that term is used in IRC Section 1563.
Although CCTs and PSAs are not required to file directly with the DOL, their
filing or lack thereof directly affects the participating plan's filing responsibilities. If the CCT or PSA does elect to directly file, participating plans must
a. file a Form 5500, completing items 1c(9) or 1c(10) and items 2b(6)
or (7) on Schedule H and
b. complete Part I of Schedule D, "DFE/Participating Plan Information."
If the CCT or PSA does not file directly with the DOL, plans participating in
these arrangements must
a. file a Form 5500, allocating and reporting the underlying assets of
the CCT or PSA in the appropriate categories on a line by line basis
on Part I of Schedule H and
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b. complete Part I of Schedule D.
CCTs and PSAs that elect to file directly with the DOL must do so by filing a
Form 5500, including Schedule D and Schedule H.
See paragraph A.69b–c and 29 CFR 2520.103-3, -4 and -5, and 2520.103-9.19

Master Trust
A.55 For reporting purposes, a master trust is a trust for which a regulated financial institution serves as trustee or custodian (regardless of whether
such institution exercises discretionary authority or control with respect to the
management of assets held in the trust) and in which assets of more than one
plan sponsored by a single employer or by a group of employers under common
control are held.20 Participating plans are required to complete item 1c(11) and
item 2b(8) on Schedule H and Part I of Schedule D.
The following information is required to be filed by the plan administrator or
by a designee directly with the DOL no later than 9.5 months after the end of
the master trust's year. The Form 5500 filing of each plan participating in the
master trust will not be deemed complete unless all of the following information
is filed within the prescribed time:
a. Form 5500
b. Schedule A, "Insurance Information," for each insurance or annuity
contract held in the master trust (see paragraph A.74)
c. Schedule C, "Service Provider Information," Part I, if any service
provider was paid $5,000 or more (see paragraph A.75)
d. Schedule D, Part II (see paragraph A.76)
e. Schedule G (see paragraph A.77)
f. Schedule H (see paragraph A.78)
See paragraph A.69a and 29 CFR 2520.103-1(e).

Plans Versus Trusts
A.56 Under ERISA, the audit requirement is applied to each separate
plan and not each separate trust. As a result, each plan funded under a master
trust arrangement is subject to a separate Form 5500 and audit requirement,
unless otherwise exempt.

103-12 Investment Entities
A.57 For purposes of the annual report, entities described subsequently
that file the information directly with the DOL as specified subsequently constitute "103-12 Investment Entities"(103-12 IEs).21 Plans may invest in an entity,
the underlying assets of which include plan assets (within the meaning of 29
19
For reporting purposes, a separate account that is not considered to be holding plan assets
pursuant to 29 CFR 2510.3-101(h)(1)(iii) should not constitute a pooled separate account.
20
A regulated financial institution means a bank, a trust company, or a similar institution that
is regulated, supervised, and subject to periodic examination by a state or federal agency. Common
control is determined on the basis of all relevant facts and circumstances.
21
The plan administrator cannot use this alternative method of reporting unless the report of
the investment entity has been submitted to DOL in accordance with the requirements specified in
the Form 5500 instructions.
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CFR 2510.3-101) of two or more plans that are not members of a related group
of employee benefit plans. For reporting purposes, a related group consists of
each group of two or more employee benefit plans (a) each of which receives 10
percent or more of its aggregate contributions from the same employer or from
a member of the same controlled group of corporations (as determined under
IRC Section 1563[a], without regard to IRC Section 1563[a][4] thereof) or (b)
each of which is either maintained by, or maintained pursuant to, a collective
bargaining agreement negotiated by the same employee organization or affiliated employee organizations. For purposes of this paragraph, an affiliate of an
employee organization means any person controlling, controlled by, or under
common control with such organization.
The following information for the fiscal year of the 103-12 IE ending with or
within the plan year must be filed directly with the DOL by the sponsor of the
103-12 IE no later than 9.5 months after the end of the 103-12 IE's year:
a. Form 5500
b. Schedule A for each insurance or annuity contract held in the 103IE (see paragraph A.74)
c. Schedule C, Part I, if any service provider was paid $5,000 or more,
and Part II, if the accountant was terminated (see paragraph A.75)
d. Schedule D, Part 2 (see paragraph A.76)
e. Schedule H (see paragraph A.78)
f. Schedule G (see paragraph A.77)
g. A report of an IQPA regarding the preceding items and other books
and records of the 103-12 IE that meets the requirements of 29
CFR 2520.103-1(b)(5)
See 29 CFR 2520.103-12 and paragraph A.61.

Limited-Scope Audit Exemption
A.58 Under DOL regulations, any assets held by a bank or similar institution (for example, a trust company) or insurance company that is regulated
and subject to periodic examination by a state or federal agency may be excluded from the annual audit provided the plan administrator exercises this
option and the institution holding the assets certifies the required information. The limited-scope audit exemption does not exempt the plan from the
requirement to have an audit.22 All noninvestment activity of the plan, such as
contributions, benefit payments, and plan administrative expenses, are subject
to audit whether or not the assets of the plan have been certified as described
previously. See paragraphs 8.166–.173 and 11.57–.71 for limited-scope audit
procedures and reporting.
A.59 The limited-scope audit exemption does not apply to assets held
by a broker or dealer or an investment company. It also does not extend to
benefit payment information [ref: DOL Reg. 29 CFR 2520.103-8; 2520.103-3;
and 2520.103-4]. See paragraphs 8.166–.173 and 11.57–.71 for a discussion of
the auditor's responsibilities when the scope of the audit is so restricted.

22
This limitation on the scope of an auditor's examination applies to plans sponsored by a
"regulated" bank or insurance carrier for its own employees, as well as to other plans.

AAG-EBP APP A

©2016, AICPA

ERISA and Related Regulations

649

A.60 The Securities and Exchange Commission will not accept a limitedscope audit report in connection with a Form 11-K filing, even if the plan has
elected to file financial statements that are prepared in accordance with the
financial reporting requirements of ERISA. (See paragraphs 5.278–.283 for
further discussion of SEC reporting requirements.)

103-12 IEs
A.61 If a plan's assets include assets of a 103-12 IE, the examination
and report of an IQPA required by 29 CFR 2520.103-1 need not extend to such
assets, if the entity reports directly to the DOL pursuant to 29 CFR 2520.103-12
and the instructions to the Form 5500. Under 29 CFR 2520.103-12, the entity
is required to include the report of an IQPA.

What to File (See Exhibit A-3)
A.62 File the Form 5500 annually for each plan required to file (see 29
CFR 2520.104a-5 and -6 and paragraphs A.30–.42, A.61, and A.83). Plans with
100 or more participants at the beginning of the plan year must file as a large
plan. Plans with fewer than 100 participants at the beginning of the year
must file as a small plan, using either the Form 5500, 5500-SF, or 5500-EZ, as
applicable.
A.63 Exception to paragraph A.61. If a plan has between 80 and 120
participants (inclusive) as of the beginning of the plan year, the plan may elect,
instead of following paragraph A.62 to complete the current year's return/report
in the same category (large plan or small plan) as was filed for the prior year.
(See 29 CFR 2520.104a-5 and paragraph A.66.)
A.64 Amended reports should be filed as appropriate; however, they must
include an original signature of the plan administrator.
A.65 A final report is required when all assets under a pension plan
(including insurance or annuity contracts) have been distributed to the participants and beneficiaries or distributed to another plan or when all liabilities
for which benefits may be paid under a welfare benefit plan have been satisfied
and all assets, if the plan is not unfunded, have been distributed. A final report
is filed on the Form 5500.

Exemptions—Audit
A.66 "Small" pension plans that file the Form 5500 or 5500-SF will not be
required to have an audit of their financial statements provided they meet the
requirements of DOL Reg. 29 CFR 2520.104.46, as amended (see paragraph
A.24). "Large" pension plans generally must engage an auditor (see paragraphs
A.24 and A.62–.63 and 29 CFR 2520.104-41 and 2520.104-46).
A.67 Plan years of seven months or less, due to (1) initial year, (2) merger,
or (3) change of plan year, can generally postpone (but not eliminate) the audit
requirement (but not the requirement to file a Form 5500) until the following
year. This rule also applies when a full plan year is followed by a short plan
year of seven months or less. The audit report would therefore cover both the
short year and the full plan year [ref: DOL Reg. 29 CFR 2520.104-50].

©2016, AICPA

AAG-EBP APP A

650

Employee Benefit Plans

Exemptions—Other Filing Requirements
A.68 Plans that are filing in a short plan year may defer the IQPA's report
(see 29 CFR 2520.104-50).
A.69 The following is a list of variances that modify the general annual
reporting requirements:
a. 29 CFR 2520.103-1(e) provides the regulatory authority for the reporting of financial information by plans participating in a master
trust (see paragraph A.55).
b. 29 CFR 2520.103-3 and -4 provide exemptions for plans some or all
the assets of which are held in a CCT of a bank or similar institution or a PSA of an insurance carrier from reporting information
concerning the individual transactions of the CCTs and PSAs provided the conditions of the regulation are satisfied (see paragraph
A.54).
c. 29 CFR 2520.103-9 permits the direct filing of financial information
to the DOL by banks and insurance companies of information otherwise required to be submitted to IRS with the Form 5500 when
plans hold units of participation in CCTs or PSAs (see paragraph
A.54).
d. 29 CFR 2520.104-20 provides a limited exemption for certain small
welfare plans (see paragraphs A.36 and A.62).
e. 29 CFR 2520.104-21 provides a limited exemption for certain group
insurance arrangements.
f. 29 CFR 2520.104-22 provides an exemption for apprenticeship and
training plans (see paragraph A.37).
g. 29 CFR 2520.104-23 provides an alternative method of compliance
for pension plans for certain selected employees (see paragraph
A.38).
h. 29 CFR 2520.104-24 provides an exemption for welfare plans for
certain selected employees (see paragraph A.38).
i. 29 CFR 2520.104-25 provides an exemption for day-care centers
(see paragraph A.39).
j. 29 CFR 2520.104-26 provides a limited exemption for certain duesfinanced welfare plans maintained by employee organizations (see
paragraph A.40).
k. 29 CFR 2520.104-27 provides a limited exemption for certain duesfinanced pension plans maintained by employee organizations.
l. 29 CFR 2520.104-41 prescribes simplified annual reporting requirements for plans with fewer than 100 participants (see paragraph A.63).
m. 29 CFR 2520.104-43 provides an exemption from annual reporting
requirements for certain GIAs (see paragraph A.41).
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n. 29 CFR 2520.104-44 provides a limited exemption and alternative
method of compliance for the annual report of certain unfunded
and insured plans (see paragraphs A.58–.60).23
o. 29 CFR 2520.104-46 provides a waiver of examination and report
of an auditor for plans with fewer than 100 participants (see paragraph A.63).
p. 29 CFR 2520.104-47 provides a limited exemption and alternative
method of compliance for filing of insurance company financial reports (see Section 103[e]).
q. 29 CFR 2520.104-48 provides an alternative method of compliance
for model simplified employee pensions (see paragraph A.42).
r. 29 CFR 2520.104-49 provides an alternative method of compliance
for certain simplified employee pensions (see paragraph A.42).
A.70 In-house asset manager (INHAM) class exemption. Managers of
many large pensions utilize the services of in-house asset managers, otherwise
known as INHAMs. Oftentimes, these managers want to conduct transactions
that are prohibited by ERISA. ERISA does provide, however, that the DOL has
the authority to grant exemptions from the prohibited transaction restrictions
if it can be demonstrated that a transaction is administratively feasible, in the
interests of the plan and its participants and beneficiaries, and protective of
the rights of the participants and beneficiaries of the plan. The DOL reviews
applications for such exemptions and determines whether or not to grant relief.
Individual exemptions relate to a particular plan or applicant; class exemptions
are applicable to anyone engaging in the described transactions, provided the
enumerated conditions are satisfied.
A.71 Related to INHAMs, the DOL issued a class exemption, Prohibited
Transaction Exemption (PTE) 96-23, effective April 10, 1996, in which plans
managed by in-house managers can engage in a variety of transactions with
service providers if certain conditions are met. The special exemptions relate to
the leasing of office or commercial space, leasing residential space to employees,
and the use of public accommodations owned by plans. Only large employers
whose plans have at least $250 million in assets, with $50 million under direct
in-house management, can use the exemption, and it also requires that in-house
managers be registered investment advisers and make all decisions concerning
the affected transactions.
A.72 One of the provisions of the exemption requires that, an independent
auditor, who has appropriate technical training or experience and proficiency
with ERISA's fiduciary responsibility provisions and so represents in writing,
must conduct an exemption audit on an annual basis. Upon completion of the
audit, the auditor is required to issue a written report to the plan presenting
its specific findings regarding the level of compliance with the policies and
procedure adopted by the INHAM.
A.73 The exemption was published in the Federal Register on April 10,
1996, and may be found on the EBSA website at www.savingmatters.dol.gov/
ebsa/programs/oed/archives/96-23.htm.
23
For purposes of 29 CFR 2520.104-44, a contract is considered to be "allocated" only if the
insurance company or organization that issued the contract unconditionally guarantees, upon receipt
of the required premium or consideration, to provide a retirement benefit of a specified amount,
without adjustment for fluctuations in the market value of the underlying assets of the company or
organization, to each participant, and each participant has a legal right to such benefits that is legally
enforceable directly against the insurance company or organization.
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Schedules for Form 5500 Series
A.74 Schedule A must be attached to the Form 5500 if any benefits under
the plan are provided by an insurance company, insurance service, or other
similar organization (such as Blue Cross Blue Shield or a health maintenance
organization) (see paragraphs A.55, A.57, and A.62).
A.75 Schedule C must be attached to the Form 5500 (see paragraphs A.55,
A.57, A.62, and A.85).
A.76 Schedule D must be attached to the Form 5500 for DFE filings and
for plans participating in a DFE.
A.77 Schedule G must be attached to the Form 5500 to report certain
supplemental information.
A.78 Schedule H generally must be attached to the Form 5500 for employee benefit plans that covered 100 or more participants as of the beginning
of the plan year and for DFE filings.
A.79 Schedule I generally must be attached to the Form 5500 for employee
benefit plans that covered less than 100 participants as of the beginning of the
plan year. This is for plans that are not choosing to file using Form 5500-SF.
A.80 Schedule MB, Multiemployer Defined Benefit Plan and Certain
Money Purchase Plan Actuarial Information, must be attached to the Form
5500 for multiemployer defined benefit plans that are subject to the minimum
funding standards.
A.81 Schedule R, Retirement Plan Information, generally must be attached to the Form 5500 for both tax qualified and nonqualified pension benefit
plans.
A.82 Schedule SB, Single-Employer Defined Benefit Plan Actuarial Information, must be attached to the Form 5500 for single-employer defined benefit
plans (including multiple-employer defined benefit plans) that are subject to
the minimum funding standards.
A.83 Additional separate schedules must be attached to the Form 5500
only in accordance with the instructions to the form and must always clearly
reference the item number that requires this information (see exhibit A-1,
"Examples of Form 5500 Schedules").

Termination of Accountant or Actuary
A.84 Terminations of certain service providers must be reported in Part
II of Schedule C, which is attached to the Form 5500. In addition, the plan
administrator is required to provide terminated accountants and actuaries
with a copy of the explanation for the termination as reported on Schedule C
and a notice stating that the terminated party has the opportunity to comment
directly to the DOL concerning the explanation (see Exhibit A-3).

Independence of IQPAs
A.85 ERISA Section 103(a)(3)(A) requires that the accountant retained
by an employee benefit plan be "independent" for purposes of examining plan
financial information and rendering an opinion on the financial statements and
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schedules required to be contained in the annual report. Under this authority,
the DOL will not recognize any person as an auditor who is in fact not independent with respect to the employee benefit plan upon which that accountant
renders an opinion in the annual report.
The DOL has issued guidelines (29 CFR 2509.75-9) for determining when an
auditor is independent for purposes of auditing and rendering an opinion on the
annual report. For example, an accountant will not be considered independent
with respect to a plan if
a. during the period of professional engagement to examine the financial statements being reported, at the date of the opinion, or during
the period covered by the financial statements the accountant or
his or her firm or a member thereof
i. had, or was committed to acquire, any direct financial interest or any material indirect financial interest in the
plan or plan sponsor or
ii. was connected as a promoter, underwriter, investment adviser, voting trustee, director, officer, or employee of the
plan or plan sponsor except that a firm will not be deemed
not independent if a former officer or employee of the plan
or plan sponsor is employed by the firm and such individual has completely disassociated himself or herself from
the plan or plan sponsor and does not participate in auditing financial statements of the plan covering any period of
his or her employment by the plan or plan sponsor.
b. An accountant or a member of an accounting firm maintains financial records for the employee benefit plan.
However, an auditor may permissibly engage in or have members
of his or her firm engage in certain activities that will not have
the effect of removing recognition of independence. For example,
an accountant will not fail to be recognized as independent if
c. at or during the period of his or her professional engagement the
accountant or his or her firm is retained or engaged on a professional basis by the plan sponsor. However, the accountant must
not violate the prohibitions in items (a) and (b) preceding.
d. the rendering of services by an actuary associated with the accountant or his or her firm should not impair the accountant's or the
firm's independence. The auditor should ensure that the provision
of these services complies with the prohibited transaction rules of
ERISA Section 406(a)(1)(c).

Penalties
A.86 ERISA and the IRC provide for the assessment or imposition of
penalties for failures to comply with the reporting and disclosure requirements.

Annual Reporting Penalties
A.87 One or more of the following penalties may be imposed or assessed in
the event of a failure or refusal to file reports in accordance with the statutory
and regulatory requirements:
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a. Up to $1,100 a day for each day a plan administrator fails or refuses
to file a complete annual report (see ERISA Section 502[c][2] and 29
CFR 2560.502c-2). Any failure of a plan's actuary to certify a plan's
status in accordance with ERISA Section 305(b)(3) is considered a
failure to file a complete annual report.
Perfection Penalties for Deficient Filings
Presently the DOL assesses penalties of (1) $150 a day (up to
$50,000) per annual report filing where the required auditor's report is missing or deficient, (2) $100 a day (up to $36,500) per
annual report filing that contains deficient financial information
(for example, missing required supplemental schedules), and (3)
$10 a day (up to $3,650) for information required on the Form 5500
Series reports (that is, failure to answer a question).
Nonfiler and Late Filer Penalties
Presently the DOL assesses nonfiler penalties of $300 per day, up
to $30,000 per annual report, per year. Late filer penalties are
assessed at $50 per day.
Egregious penalties may be assessed in addition to other penalty
amounts.
b. $25 a day (up to $15,000) by the IRS for not filing returns for certain
plans of deferred compensation, certain trusts and annuities, and
bond purchase plans by the due dates(s) (see IRC Section 6652[e]).
This penalty also applies to returns required to be filed under IRC
Section 6039D.
c. $1 a day (up to $5,000) by the IRS for each participant for whom a
registration statement (Schedule SSA [Form 5500]) is required but
not filed (see IRC Section 6652[d][1]).
d. $1 a day (up to $1,000) by the IRS for not filing a notification of
change of status of a plan (see IRC Section 6652[d][2]).
e. $1,000 by the IRS for not filing an actuarial statement (see IRC
Section 6692).
These penalties may be waived or reduced if it is determined that there was
reasonable cause for the failure to comply.
A.88 The following are other penalties:
a. Any individual who willfully violates any provision of Part 1 of Title
I of ERISA should be fined not more than $5,000 or imprisoned not
more than one year or both (see ERISA Section 501).
b. A penalty up to $10,000, five years imprisonment, or both, for making any false statement or representation of fact, knowing it to
be false, or for knowingly concealing or not disclosing any fact required by ERISA (see Section 1027, Title 18, U.S.C., as amended
by ERISA Section 111).
c. Any employer maintaining a plan who fails to meet the notice requirement of Section 101(d) with respect to any participant or beneficiary may in the court's discretion be liable to such participant
or beneficiary in the amount of up to $100 a day from the date of
such failure, and the court may in its discretion order such other
relief as it deems proper (see ERISA Section 502[c][3]).
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d. Civil penalties may be assessed against parties in interest or
disqualified persons who engage in prohibited transactions (see
ERISA Section 502[i]. An excise tax also exists for prohibited transactions under IRC Section 4975).
e. ERISA Section 502(l) requires a civil penalty to be assessed by
the Secretary of Labor against a fiduciary who breaches his or her
fiduciary duty or commits a violation of Part 4 of Title I or any other
person who knowingly participates in such breach or violation. The
civil penalty is 20 percent of the amount recovered pursuant to a
settlement agreement with the Secretary or ordered to be paid by
a court.24
f. A civil penalty of up to $100 a day may be assessed against a
plan administrator for the failure or refusal to furnish notice to
participants and beneficiaries of blackout period in accordance with
Section 101(i) of ERISA. Also, this civil penalty may be assessed for
the failure or refusal to furnish the notice of the right to direct the
proceeds from the divestment of employer securities in accordance
with Section 101(m) of ERISA. Each violation with respect to any
single participant or beneficiary should be treated as a separate
violation (see ERISA Section 502[c][7]).
g. A civil penalty of not more than $1,000 per day may be assessed
for failure or refusal to furnish (see ERISA Section 502[c][4]) the
following:
i. Notice of funding-based limits in accordance with Section
101(j) of ERISA
ii. Actuarial, financial, or funding information in accordance
with Section 101(k) of ERISA
iii. Notice of potential withdrawal liability in accordance with
Section 101(l) of ERISA
iv. Notice of rights and obligations under an automatic contribution arrangement in accordance with Section 514(e)(3)
of ERISA
v. A failure of refusal to furnish the item with respect to any
person entitled to receive such item should be treated as
a separate violation (see ERISA Section 502[c][4])
h. A civil penalty of not more than $1,100 per day may be assessed
against the plan sponsor of a multiemployer plan for each violation
of the requirement under ERISA Section 305 to adopt by deadline
established in that section a funding improvement plan or rehabilitation plan with respect to a multiemployer plan which is in
endangered or critical status. Also, in the case of a plan in endangered status which is not in seriously endangered status, this civil
penalty may be assessed for the failure by the plan to meet the
applicable benchmarks under ERISA Section 305 by the end of the
funding improvement period with respect to the plan.

24
An accountant who knows about a fiduciary breach or violation but chooses not to disclose it
may knowingly participate in a breach or violation for purposes of ERISA Section 502(l).
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Fiduciary Responsibilities (ERISA Sections 401–414)
A.89 ERISA establishes standards for plan investments and transactions
and imposes restrictions and responsibilities on plan fiduciaries.
A.90 A fiduciary's responsibilities include managing plan assets solely
in the interest of participants and beneficiaries (with the care a prudent person would exercise) and diversifying investments to minimize the risk of large
losses unless it is clearly not prudent to do so (see ERISA Section 404). Plans
are prohibited from acquiring or holding employer securities that are not qualifying employer securities (QES) or employer real property that is not qualifying
employer real property (QERP). Furthermore, plans (other than certain individual account plans) may not acquire any QES or QERP if immediately after
such acquisition the aggregate fair market value of QES and QERP held by the
plan exceeds 10 percent of the assets of the plan (see ERISA Section 407).
A.91 A plan fiduciary is prohibited from causing the plan to engage in
certain transactions with a party in interest (see ERISA Section 406).25 The
following transactions between a plan and a party in interest are generally
prohibited (see ERISA Section 406):
a. A sale, exchange, or lease of property, except to the extent allowed
b. A loan or other extension of credit
c. The furnishing of goods, services, or facilities, except as allowed
under ERISA
d. A transfer of plan assets to a party in interest for the use or benefit
of a party in interest
e. An acquisition of employer securities or real property, except to the
extent allowed (see ERISA Section 408[e])
However, conditional exemptions from the application of these provisions are
provided by ERISA.
A.92 A fiduciary is also generally prohibited from using the plan assets
for his or her own interest or account, acting in any plan transactions on behalf
of a party whose interests are adverse to those of the plan or its participants,
and receiving consideration for his or her own account from a party dealing
with the plan in connection with a transaction involving the plan assets (see
ERISA Section 406[b]).
A.93 ERISA Section 408 provides for exceptions to the rules on prohibited transactions. Section 408(a) gives authority to the Secretary of Labor to
grant administrative exemptions from the prohibited transaction restrictions
of ERISA Sections 406 and 407. Section 408(b), (c), and (e) provide statutory
exemptions from the prohibited transaction rules for various transactions, provided the conditions specified in the statutory exemptions are satisfied. For
example, reasonable arrangements can be made with a party in interest to provide services if the one who selects and negotiates with the service provider on
behalf of the plan is independent of the service provider. Advice of legal counsel

25
ERISA defines a party in interest generally as any fiduciary or employee of the plan, any
person who provides services to the plan, an employer whose employees are covered by the plan, an
employee association whose members are covered by the plan, a person who owns 50 percent or more
of such an employer or employee association, or a relative of a person described in the foregoing (see
ERISA Section 3[14]).
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should be obtained when investigating a possible prohibited transaction or a
possible breach of fiduciary duty.
A.94 A fiduciary must make good any losses to the plan resulting from a
breach of fiduciary duty and must return to the plan any profits he or she made
through the use of plan assets (see ERISA Section 409).

Plan Termination Insurance
A.95 The insurance provisions under Title IV of ERISA, as amended,
apply to qualified, defined benefit pension plans, with certain statutory exceptions, and do not apply to defined contribution plans or welfare plans (see
ERISA Section 4021).
A.96 The PBGC's termination insurance program is funded in part
through premiums paid to the PBGC. The designated payor must make annual
premium payments to the PBGC (see ERISA Section 4007). For this purpose,
the designated payor for a single employer plan is the contributing sponsor
or the plan administrator. The designated payor for a multiemployer plan is
the plan administrator. For single employer plans, premiums are based on the
number of participants in a plan and the amount by which the plan's benefits are underfunded (see ERISA Section 4006). Premiums for multiemployer
plans are based solely on the number of participants in the plan. In general,
premiums may be paid by the contributing sponsor or by plan funds, whichever
is permitted under the terms of the plan; however, premiums for a plan that
is undergoing a distress termination or an involuntary termination must be
paid by the contributing sponsor (see 29 CFR 2610.26). Each member of the
contributing sponsor's controlled group, if any, is jointly and severally liable
for the required premiums (see ERISA Section 4007).
A.97 A plan administrator or contributing sponsor must notify the PBGC
when a "reportable event" such as bankruptcy of the contributing sponsor or inability of the plan to pay benefits occurs (see ERISA Sections 4041[c] and 4043;
29 CFR Part 2615). Each person who is a contributing sponsor of a single employer pension plan is responsible for quarterly contributions required to meet
the minimum funding standards (see ERISA Section 302[e]). If the contributing
sponsor is a member of a controlled group, each person who is also a member
of the controlled group is jointly and severally liable for the contributions (see
ERISA Section 302[c][11]). Failure to make the required contributions may result in a lien upon all property and property rights belonging to such persons,
which lien may be enforced by the PBGC. ERISA provides for two types of voluntary single employer plan terminations for defined benefit pension plans: a
standard termination and a distress termination (ERISA Section 4041). A plan
may be terminated voluntarily in a standard termination only if it can pay all
benefit liabilities under the plan. A plan may be terminated in a distress termination only if the contributing sponsor and each member of the contributing
sponsor's controlled group meet the necessary distress criteria (for example,
undergoing liquidation). In either type of termination, an enrolled actuary's
certification of the value of the plan's assets and benefits must be filed with the
PBGC. When an underfunded single employer plan terminates in a distress
termination, the contributing sponsor and each member of the contributing
sponsor's controlled group are liable to the PBGC for the total amount of unfunded benefit liabilities and the total amount of unpaid minimum funding
contributions and applicable interest (see ERISA Section 4062). If an employer
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that contributes to a multiemployer plan withdraws from the plan in a complete or partial withdrawal, the employer is generally liable to the plan for an
allocable share of the unfunded vested benefits of the plan (see ERISA Section
4201).

Administration and Enforcement
(ERISA Sections 501–514)
A.98 Responsibility for administration of ERISA and enforcement of its
provisions rests primarily with the IRS and the DOL. The agencies are empowered to bring suit in federal court in civil actions, criminal actions, or both.
A.99 Failure to meet ERISA's requirements can result in the imposition
of substantial fines, excise taxes, and other penalties, including possible loss of
tax-exempt status. Although ERISA states that the plan is subject to certain of
the penalties, the penalties are likely to fall not on the plan but on the sponsoring employer because Congress, in formulating ERISA, sought to protect plan
assets for participants and their beneficiaries, not to protect employers from
liability (see paragraphs A.87–.88).
A.100 ERISA was intended to generally supersede state laws relating to
employee benefit plans. Thus, plans subject to Title I of ERISA or Title IV of
ERISA are generally not subject to state regulation. Preemption of state laws
does not extend, however, to generally applicable criminal statutes or laws
regulating insurance, banking, or securities.
A.101 Plans that are multiple employer welfare arrangements (MEWAs)
may also be subject to state or local regulation even if the MEWA is also
an employee benefit plan covered under Title I of ERISA. A MEWA is any
employee welfare benefit plan or other arrangement that provides benefits
to the employees of two or more employers but does not include arrangements
maintained under or pursuant to one or more collective bargaining agreements,
by a rural electric cooperative, or by two or more trades or businesses within
the same control group (see ERISA Section 3[40]). If the MEWA is a fully
insured plan covered by Title I of ERISA, the state government may only
provide standards requiring specified levels of reserves and specified levels
of contributions adequate to be able to pay benefits in full when due. If the
MEWA is a plan covered by Title I that is not fully insured, any law of a state
regulating insurance may apply to the extent that it is not inconsistent with
the provisions of Title I of ERISA. On February 11, 2000, the DOL published
in the Federal Register (65 CFR 7152) an interim final rule requiring the
administrator of a MEWA, or other entity, to file a form with the DOL for
the purpose of determining whether the requirements of certain health care
laws are being met. MEWAs and those entities claiming exemption from the
rule's requirements were required to submit their first forms by May 1, 2000.
Subsequent filings are due by the March 1 following any "year to be reported."
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Exhibit A-1
Examples of Form 5500 Schedules
Required By the Regulations
[Not Permitted If Filing By the Statutory Method]
The Form 5500 requires that certain supplemental schedules be attached to
the annual Form 5500 filing using the Form 5500 series and not Form 5500-SF
or 5500-EZ.
Information on all delinquent participant contributions should be reported on
line 4a of either Schedule H or Schedule I of the Form 5500, and should not
be reported on line 4d of Schedule H or I or on Schedule G. Beginning for
2009 plan years, large plans with delinquent participant contributions should
attach a schedule clearly labeled, "Schedule H, line 4a—Schedule of Delinquent
Participant Contributions," using the following format.

Participant
Contributions
Transferred Late
to Plan
Check Here If
Late Participant
Loan
Repayments Are
Included

Total That Constitute Nonexempt
Prohibited Transactions
Contributions
Not Corrected

Contributions
Corrected
Outside VFCP

Total Fully
Corrected Under
Voluntary Fiduciary
Correction Program
(VFCP) and
Prohibited
Transaction
Exemption 2002-51

Contributions
Pending
Correction in
VFCP

Participant loan repayments paid to or withheld by an employer for purposes
of transmittal to the plan that were not transmitted to the plan in a timely
fashion must be reported either on line 4a in accordance with the reporting
requirements that apply to delinquent participant contributions or on line 4d.
See Advisory Opinion No. 2002-2A at www.dol.gov/ebsa.
Delinquent forwarding of participant loan repayments is eligible for correction
under the Voluntary Fiduciary Correction Program and PTE 2002-51 on terms
similar to those that apply to delinquent participant contributions.
For further guidance, see the instructions to the Form 5500 and the
EBSA website frequently asked questions at www.dol.gov/ebsa/faqs/faq
compliance 5500.html.
The following schedule is "Schedule H, line 4i—Schedule of Assets (Held at
End of Year)." In column (a), place an asterisk (*) on the line of each identified
person known to be a party in interest to the plan. The schedule must use
the format shown as follows or a similar format and the same size paper as
the Form 5500 and be clearly labeled "Schedule H, line 4i—Schedule of Assets
(Held at End of Year)."
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(a)

(b)
Identity of issue,
borrower, lessor, or
similar party

(c)
Description of
investment, including
maturity date, rate of
interest, collateral, and
par or maturity value

(d)
Cost26

(e) Current value27

Note 1: Participant loans may be aggregated and presented with a
general description of terms and interest rates.
Note 2: In column (d), cost information may be omitted with respect
to participant or beneficiary directed transactions under an individual
account plan.
Note 3: Any assets held for investment purposes in the 401(h) account
should be shown on Schedule H, line 4i—Schedule of Assets (Held
at End of Year), and Schedule H, line 4j—Schedule of Reportable
Transactions, for the pension plan.
The following schedule is "Schedule H, line 4i—Schedule of Assets (Acquired
and Disposed of within Year)," (see 2520.103-11). This schedule must be clearly
labeled, "Schedule H, line 4i—Schedule of Assets (Acquired and Disposed of
within Year)," and must use the following format or similar format and the
same size paper as the Form 5500:
(a)
Identity of issue,
borrower, lessor, or
similar party

(b)
Description of investment, including
maturity date, rate of interest,
collateral, and par or maturity value

(c)
Costs of
acquisitions

(d)
Proceeds of
dispositions

Note: In column (c), cost information may be omitted with respect to
participant or beneficiary directed transactions under an individual
account plan.
The following schedule is "Schedule H, line 4j—Schedule of Reportable Transactions." This schedule must be clearly labeled, "Schedule H, line 4j—Schedule
of Reportable Transactions," and must use the following format:

26
Cost or cost of asset refers to the original or acquisition cost of the asset. The DOL generally
will accept any clearly defined and consistently applied method of determining historical cost that is
based on the initial acquisition cost of the asset (for example, first in-first out or average cost). The
use of revalued cost (the fair value of the asset at the beginning of the current plan year) for these
schedules is not acceptable.
27
Current value means fair market value where available. Otherwise, it means the fair value
as determined in good faith under the terms of the plan by a trustee or a named fiduciary, assuming
an orderly liquidation at the time of the determination.
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(a)
Identity
of party
involved

(b)
Description
of asset
(include
interest
rate and
maturity in
case of a
loan)

(c)
Purchase
price

(d)
Selling
price

(e)
Lease
rental

(f)
Expense
incurred
with
transaction

(g)
Cost
of
asset26

(h)
Current
value of
asset on
transaction
date27

(i)
Net
gain
or
(loss)

Note 1: Participant or beneficiary directed transactions under an individual account plan should not be taken into account for purposes of
preparing this schedule. The current value of all assets of the plan, including those resulting from participant direction, should be included
in determining the 5 percent figure for all other transactions.
Note 2: Any assets held for investment purposes in the 401(h) account
should be shown on Schedule H, line 4i—Schedule of Assets (Held
at End of Year), and Schedule H, line 4j—Schedule of Reportable
Transactions, for the pension plan.
The following schedule is the "Schedule of Loans or Fixed Income Obligations
in Default or Classified as Uncollectible." This schedule is required to be
reported in Schedule G, Part I of the Form 5500. In column (a), place an
asterisk (*) on the line of each identified person known to be a party in interest
to the plan. Include all loans that were renegotiated during the plan year. Also,
explain what steps have been taken or will be taken to collect overdue amounts
for each loan listed. The following are the headings of Schedule G, Part I:
Amount received
during reporting
year

(b)
Identity
and
address
of
obligor

(a)

(c)
Original
amount
of loan

(d)
Principal

(e)
Interest

Amount
overdue

(f)
Unpaid
balance
at end
of year

(g)
Detailed
description of
loan, including
dates of making
and maturity,
interest rate, the
type and value of
collateral, any
renegotiation of
the loan and the
terms of the
renegotiation, and
other material
items

(h)
Principal

(i)
Interest

The next schedule is the "Schedule of Leases in Default or Classified as Uncollectible." This schedule is required to be reported in Schedule G, Part
II of the Form 5500. In column (a), place an asterisk (*) on the line of each
identified person known to be a party in interest to the plan. The following are
the headings of Schedule G, Part II:
26
27

See footnote 26 in "Schedule H, line 4j–Schedule of Reportable Transactions."
See footnote 27 in "Schedule H, line 4i–Schedule of Assets (Held at End of Year)."
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(a)

(b)
Identity
of lessor
or lessee

(c)
Relationship
to plan,
employer,
employee organization,
or other
party in
interest

(d)
Terms and
description (type
of property,
location, and date
it was purchased;
terms regarding
rent, taxes,
insurance,
repairs,
expenses, and
renewal options;
and date property
was leased)

(e)
Original
cost

(f)
Current
value at
time of
lease

(g)
Gross
rental
receipts
during
the plan
year

(h)
Expenses
paid
during
the plan
year

(i)
Net Receipts

(j)
Amount
in
arrears

The last schedule is the schedule of "Nonexempt Transactions." This schedule
is required to be reported in Schedule G, Part III of the Form 5500. The
following are the headings of Schedule G, Part III:

(a)
Identity
of party
involved

(b)
Relationship
to plan,
employer, or
other party
in interest

AAG-EBP APP A

(c)
Description of
transactions,
including
maturity
date, rate of
interest,
collateral,
and par or
maturity
value

(d)
Purchase
price

(e)
Selling
price

(f)
Lease
rental

(g)
Expenses
incurred in
connection
with
transaction

(h)
Cost
of
asset26

(i)
Current
value of
asset27

(j)
Net gain
or (loss)
on each
transaction
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Exhibit A-2
Employee Benefits Security Admin., Labor
Part 2520
SUBCHAPTER C—REPORTING AND DISCLOSURE UNDER THE
EMPLOYEE RETIREMENT INCOME SECURITY ACT OF 1974
PART 2520—RULES AND REGULATIONS FOR REPORTING AND
DISCLOSURE
Subpart A—General Reporting and Disclosure Requirements
Section
2520.101-1

Duty of Reporting and disclosure

Subpart B—Contents of Plan Descriptions and Summary Plan
Descriptions
2520.102-1

Plan description.

2520.102-2

Style and format of summary plan description.

2520.102-3

Contents of summary plan description.

2520.102-4

Option for different summary plan descriptions.

2520.102-5

Limited exemption with respect to summary plan
descriptions of welfare plans providing benefits through
a qualified health maintenance organization.
Subpart C—Annual Report Requirements

2520.103-1

Contents of the annual report.

2520.103-2

Contents of the annual report for a group insurance
arrangement.

2520.103-3

Exemption from certain annual reporting requirements
for assets held in a common or collective trust.

2520.103-4

Exemption from certain annual reporting requirements
for assets held in an insurance company pooled separate
account.

2520.103-5

Transmittal and certification of information to plan
administrator for annual reporting purposes.

2520.103-6

Definition of reportable transaction for Annual Return or
Report.

2520.103-7

Special accounting rules for plans filing the annual
report for plan years beginning in 1975.

2520.103-8

Limitation on scope of accountant's examination.

2520.103-9

Direct filing for bank or insurance carrier trusts and
accounts.

2520.103-10

Annual report financial schedules.
(continued)
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2520.103-11

Assets held for investment purposes.

2520.103-12

Limited exemption and alternative method of compliance
for annual reporting of investments in certain entities.

Subpart D—Provisions Applicable to Both Reporting and
Disclosure Requirements
2520.104-1

General.

2520.104-2

Postponing effective date of annual reporting
requirements and extending WPPDA reporting
requirements.

2520.104-3

Deferral of certain initial reporting and disclosure
requirements.

2520.104-4

Alternative method of compliance for certain successor
pension plans.

2520.104-5

Deferral of certain reporting and disclosure requirements
relating to the summary plan description for welfare
plans.

2520.104-6

Deferral of certain reporting and disclosure requirements
relating to the summary plan description for pension
plans.

2520.104-20

Limited exemption for certain small welfare plans.

2520.104-21

Limited exemption for certain group insurance
arrangements.

2520.104-22

Exemption from reporting and disclosure requirements
for apprenticeship and training plans.

2520.104-23

Alternative method of compliance for pension plans for
certain selected employees.

2520.104-24

Exemption for welfare plans for certain selected
employees.

2520.104-25

Exemption from reporting and disclosure for day care
centers.

2520.104-26

Limited exemption for certain funded dues financed
welfare plans maintained by employee organizations.

2520.104-27

Alternative method of compliance for certain unfunded
dues financed pension plans maintained by employee
organizations.

2520.104-28

Extension of time for filing and disclosure of the initial
summary plan description.

2520.104-41

Simplified annual reporting requirements for plans with
fewer than 100 participants. 2520.104-42 Waiver of
certain actuarial information in the annual report.

2520.104-43

Exemption from annual reporting requirement for
certain group insurance arrangements.
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2520.104-44

Limited exemption and alternative method of compliance
for annual reporting by unfunded plans and by certain
insured plans.

2520.104-45

Temporary exemption from reporting insurance fees and
commissions for insured plans with fewer than 100
participants.

2520.104-46

Waiver of examination and report of an independent
qualified public accountant for employee benefit plans
with fewer than 100 participants.

2520.104-47

Limited exemption and alternative method of compliance
for filing of insurance company financial reports.

2520.104-48

Alternative method of compliance for model simplified
employee pensions IRS Form 5305-SEP.

2520.104-49

Alternative method of compliance for certain simplified
employee pensions.

2520.104-50

Short plan years, deferral of accountant's examination
and report.
Subpart E—Reporting Requirements

2520.104a-1

Filing with the Secretary of Labor.

2520.104a-2

Plan description reporting requirements.

2520.104a-3

Summary plan description.

2520.104a-4

Material modifications to the plan and changes in plan
description information.

2520.104a-5

Annual report filing requirements.

2520.104a-6

Annual reporting for plans which are part of a group
insurance arrangement.

2520.104a-7

Summary of material modifications.
Subpart F—Disclosure Requirements

2520.104b-1

Disclosure.

2520.104b-2

Summary plan description.

2520.104b-3

Summary of material modifications to the plan and
changes in the information required to be included in the
summary plan description.

2520.104b-4

Alternative methods of compliance for furnishing the
summary plan description and summaries of material
modifications of a pension plan to a retired participant, a
separated participant with vested benefits, and a
beneficiary receiving benefits.

2520.104b-5

ERISA Notice.
(continued)
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2520.104b-10

Summary Annual Report.

2520.104b-12

Summary Annual Report for 1975 Plan Year Optional
method of distribution for certain multiemployer plans.

2520.104b-30

Charges for documents.
Authority: Secs. 101, 102, 103, 104, 105, 109, 110,
111(b)(2), 111(c), and 505, Pub. L. 93-406, 88 Stat. 840-52
and 894 (29 U.S.C. 1021-25, 1029-31, and 1135);
Secretary of Labor's Order No. 27-74, 13-76, 1-87, and
Labor Management Services Administration Order No.
2-6.
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Must complete Part I
if plan participated in
a CCT, PSA, MTIA, or
103-12 IE.

Must complete Part I
if service provider was
paid $5,000 or more,
Part II if a service
provider failed to
provide information
necessary for the
completion of Part I,
and Part III if an
accountant or actuary
was terminated.

Schedule C
(Service Provider
Information)

Schedule D
(DFE/
Participating
Plan
Information)

Must complete.

Must complete if plan
has insurance
contracts.

Schedule A
(Insurance
Information)

Large Pension
Plan

Must complete Part I
if plan participated in
a CCT, PSA, MTIA, or
103-12 IE.

Not required.

Must complete if plan
has insurance
contracts.

Must complete.

Small Pension Plan
Filing Form 5500
Series, Not Form
5500-SF or 5500-EZ

Must complete Part I if
plan participated in a
CCT, PSA, MTIA, or
103-12 IE.

Must complete Part I if
service provider was paid
$5,000 or more, Part II if
a service provider failed
to provide information
necessary for the
completion of Part I, and
Part III if an accountant
or actuary was
terminated.

Must complete if plan has
insurance contracts.

Must complete.

Large Welfare
Plan

Must complete Part
I if plan
participated in a
CCT, PSA, MTIA,
or 103-12 IE.

Not required.

Must complete if
plan has insurance
contracts.

Must complete.

29

Small Welfare
Plan Filing Form
5500 Series, Not
Form 5500-SF or
5500-EZ

Quick Reference Chart for Filing the Form 550028

Form 5500

Exhibit A-3

(continued)

All DFEs must
complete Part II, and
DFEs that invest in a
CCT, PSA, or 103-12
IE must also complete
Part I.

MTIAs, GIAs, and
103-12 IEs must
complete Part I if
service provider paid
$5,000 or more, and
Part II if a service
provider failed to
provide information
necessary for the
completion of Part I.
GIAs and 103-12 IEs
must complete Part III
if accountant was
terminated.

Must complete if
MTIA, 103-12 IE, or
GIA has insurance
contracts.

Must complete.

DFE
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Not required.

Must complete.30

Not required.

Must complete if
multiemployer defined
benefit plan or money
purchase plan subject
to minimum funding
standards.31

Schedule H
(Financial
Information)

Schedule I
(Financial
Information)

Schedule MB
(Multiemployer
Defined Benefit
Plan and Certain
Money Purchase
Plan Actuarial
Information)

Must complete if
multiemployer defined
benefit plan or money
purchase plan subject
to minimum funding
standards.31

Must complete.

Not required.

Must complete if
Schedule H, lines 4b,
4c, or 4d are "Yes."30

Schedule G
(Financial
Transaction
Schedules)

Large Pension
Plan

Small Pension Plan
Filing Form 5500
Series, Not Form
5500-SF or 5500-EZ

Not required.

Not required.

Must complete.29,30

Must complete if
Schedule H, lines 4b, 4c,
or 4d are "Yes."29,30

Large Welfare
Plan

DFE

Not required.

Not required.

Must complete.29

Not required.

All DFEs must
complete Parts I, II,
and III. MTIAs, 103-12
IEs, and GIAs must
also complete Part
IV.30

Must complete if
Schedule H, lines 4b,
4c, or 4d for a GIA,
MTIA, or 103-12 IE
are "Yes."30

Not required.

Not required.

Small Welfare
Plan Filing Form
5500 Series, Not
Form 5500-SF or
5500-EZ
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Must complete if
single-employer or
multiple-employer
defined benefit plan,
including an eligible
combined plan, and
subject to minimum
funding standards.

Must attach.

Schedule SB
(SingleEmployer
Defined Benefit
Plan Actuarial
Information)

Accountant's
Report

Not required unless
Schedule I, line 4k, is
checked "No."

Must complete if
single-employer or
multiple-employer
defined benefit plan,
including an eligible
combined plan, and
subject to minimum
funding standards.

Must complete.32

Must attach.

Not required.

Not required.

Large Welfare
Plan

Not required.

Not required.

Not required.

Small Welfare
Plan Filing Form
5500 Series, Not
Form 5500-SF or
5500-EZ
DFE

Must attach for a GIA
or 103-12 IE.

Not required.

Not required.

•
•
•
•
•

In the case of a plan that is not a profit-sharing, employee stock-ownership, or stock bonus plan, no plan benefits were distributed during the plan year in the form of a single-sum
distribution.

No benefits were distributed during the plan year which are reportable on Form 1099-R using an employer identification number other than that of the plan sponsor or plan
administrator.

No in-kind distributions reportable on line 1 of Schedule R were distributed during the plan year.

The plan is not a defined benefit plan or otherwise subject to the minimum funding standards of IRC Section 412 or ERISA Section 302.

The plan is not a multiemployer defined benefit plan.

This chart provides only general guidance. Not all rules and requirements are reflected. Refer to specific Form 5500 instructions and regulations for complete information on filing
requirements.
29 Unfunded, fully insured, and a combination unfunded or insured welfare plans covering fewer than 100 participants at the beginning of the plan year that meet the requirements of
29 CFR 2520.104-20 are exempt from filing an annual report. Such a plan with 100 or more participants must file an annual report, but it is exempt under 29 CFR 2520.104-44 from the
accountant's report requirement and completing Schedule H, "Financial Information." However, such a plan must complete Schedule G, "Financial Transaction Schedules," Part III, to
report any nonexempt transactions.
30 Schedules of assets and reportable (5 percent) transactions also must be filed with the Form 5500 if Schedule H, line 4i or 4j, is "Yes," but use of printed form is not required.
31 Certain money purchase defined contribution plans are required to complete lines 3, 9, and 10 of Schedule MB, "Multiemployer Defined Benefit Plan and Certain Money Purchase
Plan Actuarial Information," in accordance with the instructions for line 5 of Schedule R, "Retirement Plan Information".
32 A pension plan is exempt from filing Schedule R if all of the following five conditions are met:

28

Must complete.32

Schedule R
(Retirement Plan
Information)

Large Pension
Plan

Small Pension Plan
Filing Form 5500
Series, Not Form
5500-SF or 5500-EZ

Quick Reference Chart for Filing the Form 550028 —continued
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Exhibit A-4
Special Rules
"Plan Assets"—Plan Investments
DOL Regulation 29 CFR 2520.103-12 provides an alternative method of reporting for plans that invest in an entity (other than CCTs, PSAs, and master
trusts), the underlying assets of which include "plan assets" (within the meaning of DOL Reg. 29 CFR 2510.3-101) of two or more plans that are not members
of a "related group" of employee benefit plans. For reporting purposes, these investment entities (commonly referred to as 103-12 IEs) are required to provide
certain information directly to DOL for the fiscal year of the entity ending with
or within the plan year for which the plan's annual report is made. This information includes the report of an IQPA regarding the statements and schedules
described in DOL Reg. 29 CFR 2520.103-12(b)(2)-(5), which meets the requirements of DOL Reg. 29 CFR 2520.103-1(b)(5).
Fringe Benefit Plans
Fringe benefit plans may also be welfare benefit plans required to file annual
reports under Title I of ERISA.
Welfare Benefit Plans
Under ERISA, according to DOL Regulation 29 CFR 2510.3-1, a welfare plan
provides medical, surgical, or hospital benefits, or benefits in event of sickness,
accident, disability, death, or unemployment, or vacation benefits, apprenticeship or training programs, or day-care centers (distinct from dependent care
assistance programs), scholarship funds, prepaid legal services and certain
benefits under the Labor Management Relations Act of 1947. Plan sponsors
have a great degree of discretion regarding the number of benefits provided
through one welfare benefit plan.
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Appendix B

Examples of Controls
This appendix is nonauthoritative and is included for informational purposes
only.
B.01 This appendix provides guidance for the use of SOC 1 reports (AT
section 801, Reporting on Controls at a Service Organization [AICPA, Professional Standards], reports), and gives examples of selected controls for employee benefit plans (exhibit B-1, "Examples of Selected Controls for Employee
Benefit Plans"). The controls included are related to specific control objectives
that may be relevant to an audit of a plan's financial statements; accordingly,
control activities concerning the effectiveness, economy, and efficiency of certain management decision-making processes are not included. The examples
are not intended to be all-inclusive or to suggest the specific objectives and
controls that should necessarily be adopted by employee benefit plans. Some
of the illustrated control objectives may not be relevant to particular plans
because of the type of plan or the absence of certain types of transactions.
When using the objectives in exhibit B-1, auditors may find it useful to keep in
mind the assertions set forth in AU-C section 315, Understanding the Entity
and Its Environment and Assessing the Risks of Material Misstatement (AICPA,
Professional Standards). AU-C section 330, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained (AICPA,
Professional Standards), states that the auditor should design and perform
further audit procedures whose nature, timing, and extent are based on, and
are responsive to, the assessed risks of material misstatement at the relevant
assertion level. The purpose is to provide a clear linkage between the nature,
timing, and extent of the auditor's further audit procedures and the risk assessments. Exhibit B-1 references the chapters in this guide where suggested
auditing procedures can be found for each of the control objectives identified.
B.02 Many SOC 1 reports include a list of controls that should be in place
at the user organization. If effective user controls are not in place, the service
organization controls may not compensate for such weaknesses. The user auditor may need to test the user organization controls to determine that they are in
place. Exhibit B-2, "Examples of User Controls When a Service Organization Is
Utilized," provides examples of user controls that might be implemented when
significant plan operations are performed by a service organization. Exhibit
B-3, "Examples of Controls Related to Health and Welfare Claims," relates to
controls specific to health and welfare claims.
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Exhibit B-1—Examples of Selected Controls for Employee
Benefit Plans
Investments
Specific Objectives
Investment
transactions are
recorded at the
appropriate amounts
and in the
appropriate periods
on a timely basis
(chapter 8,
"Investments").1

Examples of Selected Controls

•
•
•
•

•
Investment income
and expenses are
recorded at the
appropriate amount
and in the
appropriate period on
a timely basis
(chapter 8).

•

Investments (other
than insurance
contracts with
insurance companies
and fully
benefit-responsive
investment contracts
held by defined
contribution [DC]
and health and
welfare plans) are
measured at fair
value (chapter 8).

•

•

•

•
•

•

Reports submitted by trustees, insurance
companies, asset custodians, or investment
managers are reviewed.
Detailed subsidiary records are reconciled to
trust reports on a regular basis.
Control totals from participant's records are
compared with control totals from trust reports
on a regular basis.
Purchases and sales (as a result of contributions
and distributions) of mutual funds are reviewed
to determine that the net asset value (NAV)
agrees to published quotations.
Purchases and sales of investments are
reviewed to determine that the appropriate fair
value was utilized.
Commissions and management fees are
reviewed for appropriateness and adherence to
the agreement or contract.
Interest, dividends, and other sources of
income, including securities lending fees, are
reviewed for receipt and accuracy by reference
to reliable sources.
If income is allocated to more than one plan or
participant accounts, allocation methods of
income between plans and participants are
documented and reviewed.
Quotation sources and appraisal reports are
compared with recorded values.
Pooled separate accounts (PSAs) and common
collective trusts (CCTs) are compared with
NAVs calculated by the issuer.
Financial statements of PSAs and CCTs are
obtained, and unit information contained in the
financial statements is compared for
reasonableness with the unit values reported to
the plan.
Valuation methods are documented in the trust
agreement or plan investment committee
minutes.

1
All chapter references in this appendix refer to where suggested auditing procedures for such
objectives can be found in this guide.
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Specific Objectives

Examples of Selected Controls

•
•

•

Premiums and
interest relating to
insurance contracts
are recorded at the
appropriate amount
and in the
appropriate period on
a timely basis
(chapter 8).

•

Investment
transactions are
initiated in
accordance with the
established
investment policies
(chapter 8).

•

Investment assets
are protected from
loss or
misappropriation
(chapter 8).

•

•

•
•

•
•
•
•
•

Assumptions and modeling used for estimates,
including independent appraisals, are
appropriately reviewed and monitored.
Fair value estimates for valuation of
investments using unobservable inputs are
approved by plan investment committee or
those charged with governance.
Review of restrictions imposed on investments
and consideration of any adjustments to NAV
per share (or its equivalent) to estimate the fair
value of the investment.
Premium statements are compared with
insurance contracts.
Interest calculation is tested.

Investment criteria or objectives are
documented in the plan instrument or plan
committee minutes.
Authority to execute transactions is specified in
the plan instrument or plan investment
committee minutes.
Investment transactions are reviewed by a plan
investment committee for adherence to
investment guidelines.
Responsibility for investment decisions and
transactions is segregated from the custodian's
functions.
Financial stability of financial institutions
holding investments is reviewed.
Written-off investments are reviewed for
possible appreciation.
Documents are controlled in a limited-access,
fireproof area.
Securities held by custodians are confirmed.
Secure access to computerized investment
records is limited to those with a logical need
for such access.
(continued)
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Specific Objectives

Examples of Selected Controls

Obligations under
insurance companies'
insurance contracts
can be met (chapter 8).

•

Financial statements of insurance companies
are reviewed.

For deposits with
insurance companies,
terms of insurance
contracts are
authorized (chapter 8).

•
•

Terms are specified in the plan instrument.
Modifications of contracts are approved by the
plan investment committee.

Contributions Received and Related Receivables and Participant
Loans
Specific Objectives

Examples of Selected Controls

Amounts of
contributions by
employers and
participants meet
authorized or required
amounts. (See specific
plan type in chapters
5–7.)

•

Contributions are
recorded at the
appropriate amount
and in the appropriate
period on a timely
basis (chapters 5–7).

•

•
•

•

•

•
•

•
•
•

AAG-EBP APP B

Contribution requirements or limitations are
described in the plan instrument or collective
bargaining agreement.
Contributions are determined using approved
eligibility lists.
Actuary is used to make periodic valuations
and reports.
Inputs to contribution calculations are
compared with compensation defined in the
plan instrument.
Sponsor or employer payroll records are
compared with contribution calculations. In
the case of multiemployer plans, some form of
periodic payroll audit is performed.
Initial controls are established over
contribution records for both employer and
participant contributions (for example, salary
reduction amounts, after tax, and rollovers).
Clerical accuracy of contribution forms is
checked.
Subsidiary contribution records are reconciled
to the trustee or asset custodian or insurance
company or other third-party administrator
reports.
Contribution forms are reconciled to cash
receipts ledger and bank deposits.
Control totals for participant and employer
contributions are maintained.
Contribution receipts are issued to
participants containing notices requesting
reviews of discrepancies.
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Specific Objectives

Examples of Selected Controls

•

•

Notes receivable from
plan participants and
related interest
income are properly
reported (chapter 5,
"Defined Contribution
Retirement Plans").

•

•
•
•
•

Access to cash
receipts, cash receipts
records, and
contribution records is
suitably controlled to
prevent or detect
within a timely period
the interception of
unrecorded cash
receipts or the
abstraction of recorded
cash receipts (chapters
5–7).

•
•
•
•

•
•
•

Deferral change reports received from
third-party service providers are timely
processed in the payroll system, and changes
are reviewed for accuracy.
Plan sponsor has procedures in place to
monitor that participant contributions are
remitted to the trust within guidelines
prescribed by Department of Labor (DOL)
regulations.
Loans are made only with proper
authorization based on guidelines established
in the plan instrument in conformity with the
Employee Retirement Income Security Act of
1974 and tax requirements.
Entries to detailed loan records are reconciled
with cash disbursements and receipts records.
Interest income is calculated periodically in
accordance with rates established in the plan
instrument and properly accrued.
Detailed records maintained by the
third-party administrator are reconciled with
the trustee's or asset custodian's reports.
Records are reviewed periodically for past-due
amounts.
Cash is independently controlled upon receipt.
Procedures are in place to monitor that cash
receipts are deposited intact daily.
To prevent theft, checks are restrictively
endorsed upon receipt.
Procedures are in place for the segregation of
duties between the responsibility for receiving
contributions and for the processing of
contributions.
Bank accounts are reconciled monthly.
Past-due contributions are investigated on a
timely basis.
Secure access to computerized contribution
records is limited to those with a logical need
for such access.
(continued)
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Benefit Payments, Claims, and Distributions
Specific Objectives
Payments are
recorded at the
appropriate amount
and in the appropriate
period on a timely
basis (chapters 5–7).

Examples of Selected Controls

•
•
•
•
•
•
•

•

•

•
Payments are
determined and
authorized in
accordance with the
plan instrument
(chapters 5–7).

AAG-EBP APP B

•
•
•
•

Calculations supporting payments are checked
for clerical accuracy.
Benefits and claims payable outstanding for a
long period are investigated.
Initial controls are established over the
distribution process.
Amounts are compared with plan or insurance
company records.
Control totals for monthly pension benefits are
maintained.
Denied claims are monitored once participants
or beneficiaries are notified of their right to
have denied claims reviewed.
Initial controls are established over the
maximum contributions allowed under tax
regulations and corrective distributions made
as required by tax regulations.
Initial controls are established over hardship
withdrawals, and documentation is
maintained that supports the withdrawal
request, authorization, amount, and adherence
to related tax regulations.
If required by the plan agreement,
participants making hardship withdrawals do
not make any contributions to any plan during
the six months following the withdrawal.
Initial controls are established over forfeitures,
and utilization or allocation of forfeitures is
made in accordance with the plan instrument.
Changes in participant eligibility are approved
by the plan committee.
Eligibility lists are approved.
Signed application forms or other authorized
procedures (that is, endorsed checks) are used.
Applications that provide for review of
eligibility, benefit amounts, or plan compliance
require approval.
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Specific Objectives
Participant's benefit
and cash
disbursement records
are controlled to
prevent or detect on
a timely basis
unauthorized or
duplicate payments
(chapters 5–7).

Examples of Selected Controls

•
•
•
•
•
•

Responsibilities for benefit approval, recording
of benefits, and maintenance of participant files
are adequately segregated.
Blank forms are prenumbered and effectively
controlled.
Periodic correspondence with retired
beneficiaries is maintained, and correspondence
or payments are returnable to plan committee
if undeliverable.
Check endorsements are compared with
signature in applicable participant records.
Supporting documents are effectively canceled
on payment.
Secure access to computerized benefit payment
records is limited to those with a logical need
for such access.
Participant Data

Specific Objectives
Participant data are
properly recorded on
a timely basis
(chapters 5–7).

Examples of Selected Controls

•
•
•
•
•
•
•

Participant eligibility
is determined in
accordance with
authorization
(chapters 5–7).

•
•

Participant forms (for example, enrollment,
transfers, and investment allocation) are
controlled and are maintained for future
reference.
Participants are encouraged to review
transactions initiated electronically or directly
with the third-party administrator.
The number of plan participants is reconciled
using enrollment forms.
Subsidiary records are maintained for
participants who are active, retired, or
terminated with vested benefits.
Plan records maintained by the sponsor are
reconciled with information maintained by
third-party service providers.
Participant data are updated and reconciled to
employer's personnel and payroll records (or
participating employers in a multiemployer
plan).
Account balances and benefit data are
furnished to participants per DOL guidelines
and upon written request.
Eligibility is defined in the plan instrument.
Enrollment applications or third-party
enrollment reports are reviewed by the plan
committee or a responsible official.
(continued)
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Specific Objectives

Examples of Selected Controls

Employees are
notified of their
eligibility (chapters
5–7).

•

Procedures for identifying and contacting
eligible employees are established.

Access to participants'
data is controlled to
prevent unauthorized
changes or additions
(chapters 5–7).

•

Employee participation refusals are retained
for future reference.
Maintenance of participant data is segregated
from responsibility for benefit approval or
processing.
In the case of multiemployer plans, participant
data on a sample basis are updated and
reconciled to the contributing employer's
personnel and payroll records during the
course of a payroll audit.
All participant-initiated enrollments,
transfers, changes in investment allocations,
and other change requests must be authorized
by the participant. The ability to perform these
activities electronically or directly with a
third-party administrator is restricted to
authorized participants through the use of
specific identification and a personnel
identification number. Invalid attempts to
access and perform functions are reviewed and
investigated.
Confirmations are provided to participants for
participant-initiated account activity.

•
•

•

•
Actuarial valuation of
accumulated benefits
or benefit obligations
reflects the
understanding and
agreement of the plan
committee or
responsible officials
(chapters 6–7).

•

Plan committee or responsible officials discuss
with the actuary the actuarial methods and
significant assumptions that are the basis for
actuarial calculations.

Accumulated benefit
or benefit obligation
amounts and other
actuarially
determined
information are
determined
periodically and
recorded in the plan's
records at the
appropriate amounts
(chapter 6–7).

•

Valuation report prepared by an enrolled
actuary is reviewed.
Participant data in the actuary's valuation
report are reconciled with the participants'
subsidiary records.
Incurred but not reported claims are compared
with historical claims lag reports on a periodic
basis.
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•
•
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Administrative Expenses
Specific Objectives

Examples of Selected Controls

Administrative
expenses are recorded
at the appropriate
amount and in the
appropriate period on
a timely basis
(chapters 5–7).

•

Types of
administrative
services to be offered
are authorized
(chapters 5–7).

•

Access to accounts
payable and cash
disbursements records
is controlled to
prevent or detect on a
timely basis
unauthorized or
duplicate payments
(chapters 5–7).

•

•

•
•

•

Expenses are compared with contracts and
disbursements.
If expenses are allocated to more than one
plan, investment, or fund, allocation methods
and calculations are reviewed.

Administrative services are described in the
plan instrument.
Expenses are approved by a responsible
official.
Revenue sharing agreements and related
amounts are periodically reviewed to assure
timely, proper disposition of allowable expense
payments.
Responsibilities for expense approval and
processing are adequately segregated.
Supporting documents are effectively canceled
on payment.

Reporting
Specific Objectives
Records are
maintained in
sufficient detail to
provide for proper and
timely reconciliation
(chapter 1,
"Introduction and
Background," and
chapters 5–7).

Examples of Selected Controls

•

•

For defined benefit plans, subsidiary ledgers
are reconciled with the trustee's or asset
custodian's reports on a periodic and timely
basis.
For DC plans, the total of all participant
account balances is reconciled to the net assets
in the trustee, insurance company, or asset
custodian's reports on a periodic and timely
basis.
(continued)
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Specific Objectives
Financial statements,
actuarial information,
disclosures, and
supplemental
schedules as prepared
are complete,
accurate, and in
conformity with
management's
authorization
(chapters 1–7 and
appendix A, "ERISA
and Related
Regulations").

Examples of Selected Controls

•

•
•
•
•
•

Procedures are established to identify required
disclosure items (for example, party in interest
transactions, transactions in excess of 5
percent of plan assets, and restrictions on
redemption of investments).
Accumulating information for disclosure in
accordance with the rules and regulations of
appropriate authorities.
Review of all financial reports and filings.
Written representations on financial matters
are obtained from actuaries, trustees, asset
custodians, insurance companies, and others.
Plan committee reviews presentation of, and
disclosures in, financial reports.
Procedures are established to identify required
supplemental schedules and determine that
they are presented in accordance with the
rules and regulations of appropriate
authorities.

Journal entries made
are authorized
(chapters 1–4 and
chapter 10,
"Concluding the Audit
and Other Auditing
Considerations").

•

Journal entries are adequately approved by a
responsible official.

Accounting policies,
including selections
from among
alternative principles,
are adopted as
authorized (chapters
1–4).

•

Responsibility is assigned for approval of
accounting policies.

Direct and indirect
access to the plan's
records is controlled to
protect against
physical hazards and
prevent or detect on a
timely basis
unauthorized entries
(chapters 1–4).

•

Critical forms are prenumbered and controlled
before and after issuance.
Record files are maintained in a controlled
area with a suitable retention program.
Information pertinent to plan activities is
identified and prepared for analysis.
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•
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General Computer Controls (In-House System or Service
Organization)
Specific Objectives
Changes to
application system
programs are
authorized, tested,
reviewed, and
approved prior to
implementation in the
production
environment, and
system modifications
are properly
documented.

Examples of Selected Controls

•

•

•

Segregation of duties among end users,
programmers, quality assurance, library
management, and production operations and
support personnel is maintained throughout
the program change management and
development process.
Separate computer environments for
application development and maintenance,
quality assurance testing, and production
processing are maintained. Programmers and
quality assurance personnel are restricted
from directly modifying production source and
executable code.
Program code is moved to the production
processing environment by library
management personnel after approval by
quality assurance and management personnel.

Development,
implementation, and
maintenance of
information systems
follow a defined
systems development
life cycle methodology
that contains
management's
philosophy,
guidelines, and
direction in
developing, acquiring,
and maintaining
application systems.

•

A system development life cycle methodology
exists and is followed.

Physical access to the
computer facility
containing hardware,
peripherals,
communications
equipment, backup
media, and sensitive
output and forms is
restricted to
authorized personnel.

•

Formal procedures for granting and
terminating access to company facilities,
including computer centers, exist and are
followed.
Physical access to blank check stocks, printers,
and signature fonts is restricted to authorized
personnel. Check logs are used to confirm
checks printed and numbers used.

•

(continued)
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Specific Objectives

Examples of Selected Controls

Logical access security
is administered and
maintained according
to management's
intentions and
authorization.

•

Access to computer
resources, such as
application programs,
data files, sensitive
utilities, and system
commands, is limited
to authorized
individuals.

•

Remote access to
dial-up system is
established for
authorized
individuals, plan
administrators, and
participants.

•

The voice response system and Internet and
intranet access is limited to authorized
participants through the use of specific
identification and a personnel identification
number. Invalid attempts to access and
perform functions are rejected and transferred
to an assigned representative.

Critical processing
activities can be
continued or restored
to an acceptable level
without prolonged
delay or loss of service
in the event of
disruption.

•

Master files and transaction files are stored
off-site to allow re-creation of the master file.
Contingency plans have been developed for
alternative processing.
Disaster recovery plans have been developed
and tested for adequacy.
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•

•
•

•
•

Access to the system is granted to individuals
by security administration personnel based on
written request for such authorization.
Access rights to terminated or transferred
employees are removed or modified timely by
the security administration personnel based
upon written request from authorized
management.
Access to the system is granted to each user
via a unique user identification number and
password.
Access to systems is limited based upon job
responsibilities.
The ability to modify application-executable
programs and production data files is limited
to authorized individuals.
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Exhibit B-2—Examples of User Controls When a Service
Organization Is Utilized
Specific Objectives

Examples of Selected Controls
Investments

Controls should provide
reasonable assurance
that the appropriate
asset purchases or
redemptions are made
as a result of
contributions,
disbursements, or other
changes.

•

Quarterly and annual plan reports are
provided to participants. Reports should be
reviewed by the participant for accuracy of
dividends and capital gains processing. Plan
administrators should have procedures in
place to timely follow up on all reconciling
items.

Contributions Received and Related Receivables and Participant Loans
Controls should provide
reasonable assurance
that contributions are
adequately safeguarded
upon receipt and
processed in a timely
manner by authorized
individuals.

•

•

Controls should provide
reasonable assurance
that contribution
remittances are applied
to the appropriate plan
and participant
accounts and processed
accurately and
completely by money
type (that is,
contributions versus
loan repayments)
according to the
investment options
selected by the
participant.

•

•

Confirmation notices and quarterly
statements are provided to plan
administrators and participants. These
individuals have procedures in place for
reviewing these documents on a timely basis
for accuracy and completeness. Plan
administrators should have procedures in
place to timely follow up on all reconciling
items.
Plan administrators should have policies and
procedures in place that provide reasonable
assurance that the confidentiality of their
password is maintained, and access to the
recordkeeping software is limited to
authorized personnel.
Confirmation notices (that is, turnaround
documents) and quarterly statements are
provided to plan administrators and
participants. These individuals should have
procedures in place for reviewing these
documents on a timely basis for accuracy and
completeness.
Plan administrators should have policies and
procedures in place that provide reasonable
assurance that their input into the
recordkeeping system is accurate and
complete. Plan administrators should have
procedures in place to timely follow up on all
reconciling items.

(continued)
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Specific Objectives

Examples of Selected Controls

Benefit Payments, Claims, and Distributions
Controls should provide
reasonable assurance
that disbursements and
related transactions
(for example, benefits,
claims, participant
loans, hardship
withdrawals, and
forfeitures) are
authorized and valid.

•

The plan administrator should have
procedures in place that provide reasonable
assurance that any disbursement requests
are authorized and in compliance with the
plan provisions.

Controls should provide
reasonable assurance
that disbursements and
related transactions are
recorded and processed
accurately, completely,
and on a timely basis.

•

The plan administrator should have
procedures in place to provide reasonable
assurance that the information
communicated to the recordkeeper regarding
participant loans, hardship withdrawals, and
forfeitures is complete and accurate, that
amounts forfeited or disbursed are properly
calculated in accordance with the plan
instrument, and unused forfeitures are
disposed of timely and in accordance with the
plan instrument.
Confirmations and quarterly statements are
provided to participants and plan
administrators. Participants and plan
administrators should have procedures in
place for reviewing confirmations and
quarterly statements on a timely basis for
accuracy and completeness. Plan
administrators should have procedures in
place to timely follow up on all reconciling
items.

•

Participant Data
Controls should provide
reasonable assurance
that all additions and
modifications to plan
information are
authorized and
recorded and processed
completely, accurately,
and on a timely basis.
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•

•

Confirmation notices are provided to
participants to confirm accuracy of additions
and modifications of data. Plan
administrators should have procedures in
place to timely follow up on all discrepancies.
Confirmations are reviewed by the
participant.
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Specific Objectives
Controls should provide
reasonable assurance
that participant data is
recorded and processed
accurately, completely,
and on a timely basis
and that modifications
to participant data are
valid and authorized.

Examples of Selected Controls

•

•

•

Confirmation notices are generated and
provided to participants to review the
completeness and accuracy of information
entered into the recordkeeping system. Plan
administrators should have procedures in
place to timely follow up on all discrepancies.
Participants have procedures in place for
regularly reviewing the completeness and
accuracy of information included on the
confirmation notices and communicating any
discrepancies to the plan administrator or
recordkeeper on a timely basis.
Plan administrators should have control
policies and procedures in place that provide
reasonable assurance that employees are
eligible, authorized, and valid participants
before submitting employee application
forms to the recordkeeper or enrolling
employees through online access.

Controls should provide
reasonable assurance
that
participant-initiated
transfers, changes in
investment allocations,
and other changes are
authorized and valid.

•

Confirmations and quarterly statements are
provided to participants and plan
administrators. Participants and plan
administrators should have procedures in
place for reviewing confirmations and
quarterly statements on a timely basis for
accuracy and completeness. Plan
administrators should have procedures in
place to timely follow up on all reconciling
items.

Controls should provide
reasonable assurance
that
participant-initiated
transfers, changes in
investment allocations,
and other changes are
processed accurately,
completely, and on a
timely basis.

•

Confirmations and quarterly statements are
provided to participants and plan
administrators. Participants and plan
administrators should have procedures in
place for reviewing confirmations and
quarterly statements on a timely basis for
accuracy and completeness. Plan
administrators should have procedures in
place to timely follow up on all reconciling
items.
(continued)
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Specific Objectives

Examples of Selected Controls
Reporting

Controls should provide
reasonable assurance
that the annual plan
reports are complete,
accurate, and generated
on a timely basis.

•

Quarterly statements and annual plan
reports are provided to plan administrators.
Plan administrators should have procedures
in place for reviewing these documents on a
timely basis for accuracy and completeness
and notifying the recordkeeper of errors or
discrepancies in a timely manner.

Controls should provide
reasonable assurance
that accurate plan data
is available to provide
accurate results when
annual testing is
performed.

•

Plan administrators should have procedures
in place that provide reasonable assurance
that plan data (census and compensation) are
communicated accurately and on a timely
basis to the recordkeeper.

Controls should provide
reasonable assurance
that access to computer
resources, such as
application programs,
data files, sensitive
utilities, and system
commands, is limited to
authorized individuals.

•

Plan administrators should have policies and
procedures in place that provide reasonable
assurance that the confidentiality of their
password is maintained, and access to the
software is limited to authorized personnel.

Controls should provide
reasonable assurance
that remote access to
recordkeeping systems
are established for
authorized individuals
and customers.

•

Policies and procedures should be designed
and implemented at user organizations to
provide reasonable assurance that access to
the recordkeeping system's hardware,
software, voice response system, and
password is granted only to authorized
individuals.
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Exhibit B-3—Examples of Controls Related to Health
and Welfare Claims
Specific Objectives
Claims are recorded at
the appropriate amount
and in the appropriate
period (chapter 7,
"Health and Welfare
Benefit Plans").

Examples of Selected Controls

•

•
•
•

•
•

Periodic vendor history claim reports
(biweekly or weekly) are reconciled to
reimbursement paid to the third-party
service provider.
Subsequent third-party service provider
claim history reports are reviewed and
compared with recorded claims obligation.
Periodic targeted claims audits are
performed to determine proper adjudication
of individual claims.
Subsequent third-party service provider
history reports are reviewed for vendor
rebates, reimbursements, and refunds to
provide proper monitoring and reporting
Review third-party service provider reports
for stop-loss reporting (paragraph 4.12d).
Logs are maintained and tracked for recovery
follow-up opportunities:
— Overpayments (may receive an initial
request with follow-ups based on a
dollar threshold):

•
•

Claim adjustments
Retroactive eligibility termination
— Third-party liability (may require
periodic follow-up, and plan
administrator may ultimately settle for
lesser amounts):

Claims are determined
and authorized in
accordance with the
plan instrument
(chapter 7).

•
•
•
•
•

•

Subrogation
Workers' compensation
Changes in participant eligibility are
reviewed (change history reports provided by
third-party service provider).
Eligibility lists are approved for employees,
retirees, and dependents.
Review plan setup with third-party service
provider, including rates and allowable
claims and comparison of benefit formulas
with the plan document.
Eligibility reconciliation process is reviewed
(including review of retroactive
terminations).
(continued)
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Specific Objectives
Claims payments are
valid (chapter 7).

Examples of Selected Controls

•

•

•
Claim payments are
recorded and
processed accurately,
completely, and on
a timely basis
(chapter 7).

•

Plan installation is reviewed with the
third-party service provider to determine that
key benefit provisions, participant
information, providers, and rate structure
set-up are accurate
Authorized individuals communicate changes
to significant provisions to applicable third
parties on a timely basis (for example,
participant copays and deductibles).
Contract rates and provider information are
reviewed to determine that they are updated
completely, accurately, and timely.
For both electronic and manually adjudicated
claims, a third-party service provider type 2
SOC 1 report is obtained and reviewed to
determine if it covers key controls over
processes, such as
— eligibility. Patient eligibility on the date
of service.
— provider. Proper provider identified for
payment and network affiliation.
— covered expense. This includes
timeliness of claim submission, signs of
unbundling or upcoding on itemized
bills, medical necessity and eligibility of
expense under plan, consistency of
diagnosis and procedure with age and
sex of patient, consistency of services
rendered with diagnosis and provider's
license, opportunity for coverage
availability through workers'
compensation, and third-party liability
or other group coverage.
— benefit calculations. This includes
accuracy of procedure codes, units of
service and amount billed entered into
claims processing system correctly,
proper application of provider discount
for network affiliations, reasonable and
customary allowances applied to
nonnetwork claims, application of
cost-containment penalties for failure to
obtain precertification or second surgical
opinion, application of deductibles
(individual or family), adjustment for
appropriate coinsurance level, and
application of maximums for type of
benefit.
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Specific Objectives

Examples of Selected Controls

•

•
•
•

•

•
•

Controls over electronic data interchanges
are maintained to provide complete and
accurate data transmission between the plan
sponsor, claims processor, providers, and
other vendors.
Applications that provide for review of
eligibility, benefit amounts, or plan
compliance require approval.
Access to computerized benefit payment
records is limited to those with logical need
for such access.
Type 2 SOC 1 reports are reviewed for
controls over edit checks of claim processing
and reconciliation, and appropriate follow-up
occurs.
Quality control reviews are performed to
determine that eligibility, covered services,
coordination of benefits, and bundling are
proper.
Access to records is controlled to prevent
unauthorized transactions.
Reconciliations are performed on a periodic
and timely basis to prevent and detect
unauthorized or duplicate payments.

Administrative Expenses
Administrative
expenses are recorded
at the appropriate
amount, in appropriate
period, and on a timely
basis and are properly
reported in the financial
statements (chapter 7).

•

Administrative expenses reported by the
third-party service provider are reviewed to
determine if the expenses are in accordance
with the service provider agreement.

Plan expenses are in
accordance with plan
document and
authorized by plan
sponsor (chapter 7).

•

Administrative services are described in plan
instrument.
Expenses are approved by authorized
individual.
Responsibilities for expense approval and
processing are adequately segregated.
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Appendix C

Illustrations of Financial Statements: Defined
Contribution Retirement Plans
This appendix is nonauthoritative and is included for informational purposes
only.
[Appendix C reserved for future edition.]
Note
This guide has been updated to include the following Accounting Standards
Updates (ASUs) issued by FASB whose provisions are not yet effective:

r
r

FASB ASU No. 2015-07, Fair Value Measurement (Topic 820): Disclosures for Investments in Certain Entities That Calculate Net Asset
Value per Share (or Its Equivalent) (a consensus of the FASB Emerging Issues Task Force)
FASB ASU No. 2015-12, Plan Accounting: Defined Benefit Pension
Plans (Topic 960), Defined Contribution Pension Plans (Topic 962),
Health and Welfare Benefit Plans (Topic 965): (Part I) Fully BenefitResponsive Investment Contracts, (Part II) Plan Investment Disclosures, (Part III) Measurement Date Practical Expedient (consensuses
of the FASB Emerging Issues Task Force). (Plans may early adopt
any of the three parts of this ASU individually, without early adopting the other parts but once a part is adopted it must be done so in
its entirety.)

Based on feedback from various sources, AICPA staff believe that many plans
will want to adopt FASB ASU No. 2015-07 and FASB ASU No. 2015-12 early.
See "Pending Content" in FASB ASC 962-325-55 for illustrative financial
statements and disclosure for defined contribution plans.
For plans who are not early adopting these ASUs, the AICPA is continuing to offer the 2015 edition of the AICPA Audit and Accounting
Guide Employee Benefit Plans as a resource for users following the
requirements prior to the effective date of these ASUs.
See the section "Select Recent Developments" in the preface of this guide for
further discussion about these ASUs and their effective dates.
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Appendix D

Illustration of Financial Statements: Employee
Stock Ownership Plans
This appendix is nonauthoritative and is included for informational purposes
only.
Note
This guide has been updated to include the following Accounting Standards
Updates (ASUs) issued by FASB whose provisions are not yet effective:

r
r

FASB ASU No. 2015-07, Fair Value Measurement (Topic 820): Disclosures for Investments in Certain Entities That Calculate Net Asset
Value per Share (or Its Equivalent) (a consensus of the FASB Emerging Issues Task Force)
FASB ASU No. 2015-12, Plan Accounting: Defined Benefit Pension
Plans (Topic 960), Defined Contribution Pension Plans (Topic 962),
Health and Welfare Benefit Plans (Topic 965): (Part I) Fully BenefitResponsive Investment Contracts, (Part II) Plan Investment Disclosures, (Part III) Measurement Date Practical Expedient (consensuses
of the FASB Emerging Issues Task Force). (Plans may early adopt
any of the three parts of this ASU individually, without early adopting the other parts but once a part is adopted it must be done so in
its entirety.)

Based on feedback from various sources, AICPA staff believe that many plans
will want to adopt FASB ASU No. 2015-07 and FASB ASU No. 2015-12 early
and therefore the financial statements have been updated to reflect these
standards.
For plans who are not early adopting these ASUs, the AICPA is continuing to offer the 2015 edition of the AICPA Audit and Accounting
Guide Employee Benefit Plans as a resource for users following the
requirements prior to the effective date of these ASUs.
See the section "Select Recent Developments" in the preface of this guide for
further discussion about these ASUs and their effective dates.
D.01 This appendix illustrates applications of certain provisions of FASB
Accounting Standards Codifications (ASC) 962, Plan Accounting—Defined Contribution Pension Plans, to the annual financial statements of the hypothetical
defined contribution retirement plan, BLMD Company Employee Stock Ownership Plan.
D.02 Circumstances include the following:
a. BLMD Company Employee Stock Ownership Plan (plan) is a defined contribution plan, and separate individual accounts are established for each participant.
b. The auditor of these financial statements was engaged to perform
a full scope audit and, therefore, these financial statements do not
include additional illustrative disclosures that might be applicable
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c.
d.
e.
f.
g.
h.

i.

j.
k.

l.

m.

n.

for a Department of Labor (DOL) limited-scope audit relating to
certified investment information.
Neither the plan nor its employer is an SEC registrant or filer.
The employer is a C corporation.
The plan purchased employer stock using the proceeds from a bank
borrowing.
The borrowing is collateralized by the unallocated shares of employer stock and is guaranteed by BLMD Company (Company).
The employer stock is held in a trust established under the plan.
Employer contributions are accrued in advance of the scheduled
loan payment. This results in the accrual being reported in the
allocated column, except to the extent of any accrued interest.
A dividend of $1.35 per share was paid on the ESOP shares during
the year ended December 31, 20X2. Most of these dividends were
used to make loan payments or fund distributions that required
transfers between the allocated and unallocated columns. The plan
does not permit dividends on ESOP shares to be distributed currently to plan participants. If such options were permitted, see
paragraph D.06.
Distributions to participants were made during the year in both
cash and employer common stock.
During the year, the plan distributed, and the Company repurchased, ESOP shares from participants. The stock is subject to a
floor price protection agreement, which requires the Company to
repurchase distributed shares at the greater of the floor price or
the current appraised value.
Disclosure of the fair value of financial instruments under FASB
ASC 825, Financial Instruments, is optional for plans that meet
the criteria established by FASB ASC 825-10-50-3. Although not
required, because total assets are less than $100 million, the notes
disclose the fair value of the loan payable. See paragraph 5.484 of
chapter 5B, "Employee Stock Ownership Plans," of this guide for
information regarding entities covered by the exemption.
The fair value under FASB ASC 820 and the appraised value used
in the plan operations are not materially different because they are
both based on exit price.1
Subsequent events, including the diversification elections, were not
significant.

D.03 In the initial year of adoption for FASB ASU No. 2015-12, the disclosures required by FASB ASC 250, Accounting Changes and Error Corrections,
relating to a newly issued FASB ASC update would need to be included. Such
disclosures have not been illustrated in this example.
D.04 The example does not illustrate other provisions of FASB ASC 962
as well as other FASB ASC topics that might apply in circumstances other
than those assumed in this example. The format and the wording of the accompanying notes are only illustrative and are not necessarily the only possible
presentations.
1

For valuation terminology, see paragraph 5.409.
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Fair Value Disclosures
D.05 The fair value disclosures for the plan are not representative of all
types of investment securities and do not represent the classification for every instance of such investment securities. It should not be assumed that the
methodologies stated in these illustrations are the only appropriate methodologies for these types of assets. As stated in FASB ASC 820-10-35-6A, the principle (or most advantageous) market (and, thus, market participants) should
be considered from the perspective of the reporting entity, thereby allowing
for differences between and among entities with different activities. Plan management will have to evaluate the appropriate hierarchy level for each type of
investment security based on the plan's portfolio and actual fair valuation techniques used. "Pending Content" in FASB ASC 962-325-50-1 states that defined
contribution pension plans are exempt from the requirements in FASB ASC
820-10-50-2B(a) to disaggregate assets by nature, characteristic, and risks. The
disclosures of information by classes of assets required by FASB ASC 820-1050 should be provided by general type of plan assets consistent with "Pending
Content" in FASB ASC 962-325-45-5.

Note
Illustrative descriptions of the valuation techniques and inputs used by the
plan to estimate fair value are specific to this example. For fair value measurements using significant other observable inputs (level 2) and significant
unobservable inputs (level 3), FASB ASC 820, Fair Value Measurement, requires a description of the valuation technique (or multiple techniques) used,
such as the market approach, income approach, or the cost approach, and
the inputs used in determining the fair values of each class of assets or liabilities.
For employee benefit plans other than those plans that are subject to the
SEC's filing requirements, item (bbb)(2) in FASB ASC 820-10-50-2 is deferred indefinitely for investments held by the ESOP in the employer's nonpublic stock. The deferral relates to the requirement that a reporting entity
present quantitative information about the significant unobservable inputs
used in the fair value measurement. It is important to note that both a description of the valuation technique(s) and the inputs used in the fair value
measurement are requirements that are not deferred for recurring and nonrecurring fair value measurements categorized within level 2 and level 3 of
the fair value hierarchy. If there has been a change in the valuation technique(s), FASB ASC 820 requires disclosure of that change and the reason
for making it. These disclosures should be specific to the particular valuation
techniques and inputs used by the entity for each general type of investment
held.
The use of valuation techniques may differ by entity, but all valuation techniques should maximize the use of relevant observable inputs and minimize
the use of unobservable inputs in estimating an exit price in the current market. For illustrations of fair value disclosures for various types of financial
instruments, it is recommended that users consult the illustrative financial
statements within appendixes C, D, E, and F of this guide, and the illustrations in FASB ASC 820. Also see the table in paragraph D.10 for other
resources.
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Dividends
D.06 If the plan permits dividends on ESOP shares to be distributed
currently to the plan participants, the plan's financial statements would reflect
the following activity:
a. Dividend income as allocated and unallocated, as applicable
b. A distribution for the amount of dividends participants chose to
withdraw from the plan
c. A transfer from unallocated to allocated for dividends paid on unallocated shares that were not applied to current year debt service
D.07 The following is an example of a note disclosure to illustrate the
situation described in paragraph D.06.
X. Dividends
To the extent that dividends are not used by the plan for debt service, participants are given the right to take a distribution of such dividends in cash
or leave the funds in the plan to be invested in Company stock [or other
applicable investments], as provided by the plan.

Comparative Financial Statements and Supplemental
Information
D.08 Although generally accepted accounting principles (GAAP) do not
require comparative financial statements, the Employee Retirement Income
Security Act of 1974 (ERISA) requires a comparative statement of net assets
available for benefits. The illustrative financial statements are intended to
comply with the requirements of ERISA.
D.09 ERISA and DOL regulations require that certain information be
included in supplemental schedules, and reported on by the independent auditor; this information is not required under GAAP. See appendix A, "ERISA
and Related Regulations," of this guide for a further discussion of the ERISA
and DOL requirements. These illustrative financial statements do not include
example supplemental schedules.

Other Resources
D.10 The following table contains other sources of investment-related
illustrations and disclosures that may provide additional guidance.
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Comments

FASB ASC 815,
Derivatives and Hedging

FASB ASC 815 contains implementation
guidance and illustrations relating to
derivatives and hedging.

FASB ASC 820, Fair
Value Measurement

FASB ASC 820-10-55 contains implementation
guidance and illustrations relating to fair value
measurements.

AICPA Audit and
Accounting Guide
Investment Companies

The AICPA Audit and Accounting Guide
Investment Companies contains illustrations
with disclosures relating to unique investments,
such as short sales, credit default swaps,
futures, forwards, and derivatives.

D.11 In addition, the publication Employee Benefit Plans—Best Practices in Presentation and Disclosure (formerly known as Accounting Trends
& Techniques—Employee Benefit Plans) is intended to provide preparers and
auditors of employee benefit plan financial statements with a compilation of
illustrative financial statements disclosures based on actual examples.2

2
Additional resources that contain actual plan financial statements include EFAST2 located at
www.dol.gov.
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$(744,675)

7,494,867

7,396,867

98,000

6,750,192

98,000

$6,652,192

Unallocated
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$69,710,810

7,494,867

7,396,867

98,000

77,205,677

2,081

675,000

$67,523,842

—

—

67,523,842

397,000

$67,126,842

Allocated

$(2,850,547)

11,745,767

11,642,767

103,000

8,895,220

103,000

$8,792,220

Unallocated

20X1

$64,673,295

11,745,767

11,642,767

103,000

76,419,062

500,000

$75,919,062

Total

The columns reflected in the example are appropriate for the presentation of a leveraged employee stock ownership plan (ESOP). For a non-leveraged ESOP, the
presentation would reflect only the total column without the segregation between allocated and unallocated.

3

Total

$76,528,596

The accompanying notes are an integral part of these financial statements.

$70,455,485

—

Total liabilities

Net assets (deficit) available for
benefits

—

70,455,485

2,081

577,000

$69,876,404

Note payable

Interest payable

Liabilities:

Total assets

Cash

Employer contributions

Receivables

Common stock at fair value

Allocated

20X2

December 31,

BLMD Company Employee Stock Ownership Plan
Statements of Net Assets (Deficit) Available for Benefits3

Investment in BLMD Company

Assets:

Exhibit D-1
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Exhibit D-2
BLMD Company Employee Stock Ownership Plan
Statement of Changes in Net Assets (Deficit) Available for Benefits4
December 31, 20X2
Allocated

Unallocated

Total

Additions:
Investment income
Dividend income

$971,452

$127,629

$1,099,081

743,366

70,768

814,134

733,393

3,477,301

4,210,694

2,210,796

—

2,210,796

4,659,007

3,675,698

8,334,705

—

525,401

525,401

560,993

—

560,993

—

2,210,796

2,210,796

560,993

2,736,197

3,297,190

4,098,014

939,501

5,037,515

(1,166,371)

1,166,371

—

67,523,842

(2,850,547)

64,673,295

Net appreciation in the
fair value of investments
Employer contributions
Allocation of 23,772 shares of
BLMD
Company common stock at
fair value
Total additions
Deductions:
Interest expense
Distributions to participants
Allocation of 23,772 shares of
BLMD
Company common stock at
fair value
Total deductions
Net increase
Transfer for debt
service
Net assets (deficit) available for
benefits:
Beginning of year
End of year

$70,455,485

$(744,675) $69,710,810

The accompanying notes are an integral part of these financial statements.

4
The columns reflected in the example are appropriate for the presentation of a leveraged
ESOP. For a non-leveraged ESOP, the presentation would reflect only the total column without the
segregation between allocated and unallocated.
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Exhibit D-3
BLMD Company Employee Stock Ownership Plan
Notes to Financial Statements
December 31, 20X2

A. Plan Description and Basis of Presentation
The following brief description of the BLMD Company Employee Stock Ownership Plan (Plan) is provided for general information purposes only. Participants
should refer to the Plan agreement for complete information.
The BLMD Company (Company) established the Plan effective as of January 1,
198X. As of January 1, 20XY, the Plan was amended and operates, in relevant
part, as a leveraged employee stock ownership plan (ESOP) and is designed to
comply with Section 4975(e)(7) and the regulations thereunder of the Internal
Revenue Code of 1986, as amended (IRC), and is subject to the applicable
provisions of the Employee Retirement Income Security Act of 1974 (ERISA).
The Plan is administered by an Employee Benefits Administration Committee
comprising up to three persons appointed by the BLMD Company's board of
directors. The trust department of an independent third-party bank is the
Plan's trustee.
On January 1, 198X, the Plan purchased 550,000 shares of the Company's
common stock with a loan of $38,000,000. That loan was paid off on December
31, 199X. Subsequently, the Plan purchased 310,000 shares of the Company's
common stock using the proceeds of a bank borrowing (see note E) and holds the
common stock in a trust established under the Plan. The stock was purchased
at a price of $96.77 per share, for an aggregate purchase price of $30,000,000.
The borrowing is collateralized by the unallocated shares of common stock
and is guaranteed by the Company. The lender has no rights against shares
of common stock once they are allocated to participants in accordance with
the terms of the ESOP. Accordingly, the financial statements of the Plan as
of December 31, 20X2 and 20X1, and for the year ended December 31, 20X2,
present separately the assets and liabilities and changes therein pertaining to
a. the accounts of employees with rights in allocated common stock
(allocated), and
b. common stock not yet allocated to employees (unallocated).
Eligibility
Employees of the Company and its participating subsidiaries are generally
eligible to participate in the Plan after one year of service, providing they
worked at least 1,000 hours during such Plan year. Participants who do not
have at least 1,000 hours of service during such Plan year or are not employed
on the last working day of a Plan year are generally not eligible for an allocation
of Company contributions for such year.
Contributions
The Company is obligated to make contributions in cash to the Plan which,
when aggregated with the Plan's dividends and interest earnings, equal the
amount necessary to enable the Plan to make its regularly scheduled payments
of principal and interest due on its term loan. Employee contributions are not
permitted.
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Payment of Benefits
Distributions on account of death, disability, or retirement are made in a lump
sum in the Plan year following the event. Distributions for other separations
from service commence in the fifth Plan year following the separation from
service and are made in five annual installments. The amount to be distributed
is based upon the immediately preceding valuation date. Distributions are
made in cash or, if a participant elects, in the form of Company common stock
plus cash for any fractional share of common stock, except that any distribution
eligible for floor price protection are distributed in shares only (see note H).
Under the provisions of the Plan, the Company is obligated to repurchase
participant shares, which have been distributed under the terms of the Plan
if the shares are not publicly traded or if the shares are subject to trading
limitations.
Administrative Expenses
As provided in the Plan agreement, administrative expenses may be paid either by the Plan or by the Company. The Company has historically paid the
operating expenses for the Plan.
Voting Rights
Each participant is entitled to exercise voting rights attributable to the shares
allocated to his or her account and is notified by the Trustee prior to the time
that such rights are to be exercised. The Trustee is not permitted to vote any
allocated share for which instructions have not been given by a participant.
The Trustee is required, however, to vote any unallocated shares on behalf of
the collective best interests of Plan participants and beneficiaries.
Participant Accounts
The Plan is a defined contribution plan under which a separate individual account is established for each participant. Each participant's account is credited
as of the last day of each Plan year with an allocation of shares of the Company's common stock released by the Trustee from the unallocated account and
forfeitures of terminated participants' non-vested accounts. Only those participants who are eligible employees of the Company as of the last day of the
Plan year will receive an allocation. Allocations are based on a participant's eligible compensation, relative to total eligible compensation. Plan earnings are
allocated to each participant's account based on the ratio of the participant's
account balance.
Vesting
If a participant's employment with the Company ends for any reason other
than retirement, permanent disability, or death, he or she will vest in the
balances in his or her account based on total years of service with the Company.
Participants vest 33 percent per year of service and are 100-percent vested after
3 years of service.
Put Option
Under federal income tax regulations, the employer stock that is held by the
Plan and its participants and is not readily tradable on an established market,
or is subject to trading limitations, includes a put option. The put option is a
right to demand that the Company buy any shares of its stock distributed to
participants for which there is no market. The put price is representative of the
current appraised value of the stock. The Company can pay for the purchase
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with interest over a period of five years. The purpose of the put option is to
ensure that the participant has the ability to ultimately obtain cash.
Diversification
Diversification is offered to participants close to retirement so that they may
have the opportunity to move part of the value of their investment in Company
common stock into investments that are more diversified. Participants who are
at least age 55 with at least 10 years of participation in the Plan may elect to
diversify a portion of their account. Diversification is offered to each eligible
participant over a 6-year period. In each of the first 5 years, a participant may
diversify up to 25 percent of the number of post-1986 shares allocated to his
or her account, less any shares previously diversified. In the sixth year, the
percentage changes to 50 percent. Participants who elect to diversify receive a
cash distribution, unless eligible for floor price protection, in which case, shares
are distributed. The election to diversify is made subsequent to year-end based
upon the shares of employer stock in the participant's account at year-end.
Forfeitures
Plan forfeitures are allocated to each participant's account based upon the relation of the participant's eligible compensation to total eligible compensation for
the Plan year. Forfeitures allocated to participants during December 31, 20X2,
totaled $XXX,XXX. Forfeited non-vested accounts to be allocated to participant
accounts in future years as of December 31, 20X2 and 20X1, were $XXX,XXX
and $XXX,XXX, respectively.

B. Summary of Significant Accounting Policies
Basis of Accounting
The financial statements of the Plan are prepared on the accrual basis of
accounting.
Use of Estimates
The preparation of financial statements in accordance with generally accepted
accounting principles requires management to make estimates and assumptions that affect the reported amounts of assets, liabilities, and changes therein,
and disclosure of contingent assets and liabilities. Actual results could differ
from those estimates.
Allocations
The financial statements of the Plan present separately the assets and liabilities and changes therein pertaining to (a) the accounts of employees with
rights in allocated stock ("allocated") and (b) stock not yet allocated to employees ("unallocated"), including shares that are committed to be released. Shares
are released from collateral and become allocated generally in the period in
which debt service is actually paid.
Investment Valuation and Income Recognition
The shares of Company common stock are reported at fair value. See note D for
a discussion of the fair value measurements. Dividend income is accrued on the
ex-dividend date. Purchases and sales of securities are recorded on a trade-date
basis. Realized gains and losses from security transactions are reported on the
average cost method. Net appreciation includes the Plan's gains and losses on
investments bought and sold as well as held during the year.
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Subsequent Events
The Plan has evaluated subsequent events through [insert date], the date the
financial statements were available to be issued.

C. Investments
The Plan's investments, at December 31, are presented in the following table:
20X2
Allocated

20X1

Unallocated

Allocated

Unallocated

BLMD Company common
stock:
Number of shares

743,366

70,768

721,794

94,540

Cost

$57,982,857

$6,848,219

$55,833,141

$9,148,867

Estimated fair value

$69,876,404

$6,652,192

$67,126,842

$8,792,220

D. Fair Value Measurements
The framework for measuring fair value provides a fair value hierarchy that
prioritizes the inputs to valuation techniques used to measure fair value. The
hierarchy gives the highest priority to unadjusted quoted prices in active markets for identical assets or liabilities (level 1) and the lowest priority to unobservable inputs (level 3). The three levels of the fair value hierarchy under
FASB ASC 820 are described as follows:
Level 1

Inputs to the valuation methodology are unadjusted quoted prices
for identical assets or liabilities in active markets that the Plan
has the ability to access.

Level 2

Inputs to the valuation methodology include

•
•
•
•

quoted prices for similar assets or liabilities in active
markets;
quoted prices for identical or similar assets or liabilities in
inactive markets;
inputs other than quoted prices that are observable for the
asset or liability;
inputs that are derived principally from, or corroborated by,
observable market data by correlation or other means.

If the asset or liability has a specified (contractual) term, the level
2 input must be observable for substantially the full term of the
asset or liability.
Level 3

Inputs to the valuation methodology are unobservable and
significant to the fair value measurement.

The asset or liability's fair value measurement level within the fair value
hierarchy is based on the lowest level of any input that is significant to the fair
value measurement. Valuation techniques used need to maximize the use of
observable inputs and minimize the use of unobservable inputs.
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The following table sets forth by level, within the fair value hierarchy, the
Plan's assets at fair value as of December 31, 20X2 and 20X1:
Assets at Fair Value as of December 31
20X2
Level 3

20X1
Total

Level 3

Total

Investment in BLMD
Company common stock

$76,528,596

$76,528,596

$75,919,062

$75,919,062

Total assets at fair value

$76,528,596

$76,528,596

$75,919,062

$75,919,062

Changes in Fair Value of Level 3 Assets and Related Gains and Losses
The following table sets forth a summary of changes in the fair value of the
Plan's level 3 assets for the year ended December 31, 20X2:
Level 3 Assets Year Ended
December 31, 20X2
Investment in BLMD
Company Common Stock
Balance, beginning of year
Realized gains/losses
Unrealized appreciation in estimated fair value
Shares distributed (2,200 shares)
Balance, end of year
The amount of total gains or losses for the period
included in changes in net assets attributable to
the change in unrealized gains or losses relating
to assets still held at the reporting date

$75,919,062
—
814,134
(204,600)
$76,528,596

$814,134

Gains and losses (realized and unrealized) included in changes in net assets for
the period above are reported in net appreciation in fair value of investments
in the Statement of Changes in Net Assets Available for Benefits.
Following is a description of the valuation methodologies used for assets measured at fair value. There have been no changes in the methodologies used at
December 31, 20X2 and 20X1.
The BLMD Company common stock held by the Plan is reported at fair value
based upon an appraisal. This appraisal was based upon a combination of
the market and income valuation techniques consistent with prior years as
illustrated in the following table.
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Instrument
BLMD Company
common stock

Fair Value

Principle
Valuation
Technique

$76,528,596 Income

705

Unobservable Inputs
EBITDA
Net income
Weighted average cost of
capital
Discount rate
Discount for lack of
marketability

Market

Public comparables
Revenue multiple
EBITDA multiple
Discount for lack of
marketability

The valuation process involves the selection of an appraiser under contract for
a term of three years with the right to cancel such contract at any time. Plan
management accumulates the data for the appraiser from historical and projected financial information of the Company. The appraiser prepares a report
of estimated per share value that a participant will receive upon distribution.
[Describe plan managements process for reviewing and approving this report as
required by FASB ASC 820-10-50-2f and illustrated by FASB ASC 820-10-55105.]
The preceding methods described may produce a fair value calculation that
may not be indicative of net realizable value or reflective of future fair values.
Furthermore, although the Plan believes its valuation methods are appropriate
and consistent with other market participants, the use of different methodologies or assumptions to determine the fair value of certain financial instruments
could result in a different fair value measurement at the reporting date.

E. Loan Payable
In 20XX, the Plan entered into a $30,000,000 term loan agreement with a bank.
The proceeds of the loan were used to purchase Company common stock. Unallocated shares are collateral for the loan. Shares are released from collateral
and allocated to participants as payments of principal and interest are made.
The number of shares released in any year is the number of shares held as
collateral, times the ratio of the current year payments divided by the total of
this year's payments, plus all future years' principal and interest payments.
This resulted in 23,772 shares being released and allocated for the plan year
ended December 31, 20X2.
The agreement provides for the loan to be repaid over 15 years. The fair value
of the note payable as of December 31, 20X2 and 20X1, was approximately
$7,000,000 and $10,000,000, respectively, determined by using interest rates
currently available for issuance of debt with similar terms, maturity dates, and
nonperformance risk.
The scheduled amortization of the loan for the next 5 years is as follows: 20X3—
$2,000,000; 20X4—$2,000,000; 20X5—$2,000,000; and 20X6—$1,396,867. The
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loan bears interest at the prime rate of the lender. For 20X2 and 20X1, the loan
interest rate averaged 3.75 percent and 3.25 percent, respectively.

F. Company Advances
During the plan year ended December 31, 20X2, the Company advanced
$156,393 in cash to the Trust to cover the Plan's distribution obligations. This
advance was an interest-free loan to the Plan. No collateral has been taken
for this loan. Plan Management believes that the loan complies with the requirements of Department of Labor Prohibited Transaction Class Exemption
80-26.
The proceeds of the loan were used to fund cash distributions to participants
who were not eligible for the floor price protection (see note H). The advance
was converted to a contribution as of December 31, 20X2.

G. Company Dividends
The Company paid a dividend to the ESOP of $1.35 per share or $1,099,081 during the year ended December 31, 20X2. A portion of the dividend on allocated
shares and the prior year accrued employer contribution, totaling $1,166,371,
was applied to debt service. This is reported as a transfer from the allocated accounts to the unallocated accounts on the Statement of Changes in Net Assets.
As required by the plan document, the current appraised value of the shares
returned to participant accounts in exchange for the use of such dividends was
at least equal to the current value of such dividends.

H. Floor Price Protection
Distributions of stock are subject to a mandatory put to the Company. For
participants who were are at least age 55 on May 1, 20X0, or whose balance
is payable due to death or disability, the put option price is the greater of
the current appraised value as of the plan year immediately preceding the
distribution or the floor price. For all other participants, the put option price is
the current appraised value.
For distributions of stock, fair value is guaranteed by the Company at the floor
price. The floor price is the current appraised value of the stock as of May
1, 20X0, increased by four percent per year until such time as the current
appraised value equals or exceeds the floor price. Once the current appraised
value equals or exceeds the floor price, the floor price protection ceases, and all
puts of stock will be paid using the current appraised value. As of December
31, 20X2 and 20X1, the current appraised values were $94.00 and $93.00 per
share. The floor price for the same period was $117.74 and $113.21.

J. Related Party and Party in Interest Transactions
The Plan invests in Company common stock and has indebtedness guaranteed
by the Company. These are related party and party in interest transactions.
As described in note A, the Company pays all plan expenses. The Plan has
a number of service providers. Such providers are parties in interest under
ERISA.

K. Risks and Uncertainties
The Plan investments consist primarily of the Company's common stock, which
is exposed to various risks, such as interest rate, market, and credit risks, as
well as valuation assumptions based on earnings, cash flows, and other such
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techniques. Due to the level of risk associated with the investment in the
common stock and to uncertainties inherent in estimates and assumptions, it
is at least reasonably possible that changes in the value of the common stock
will occur in the near term and that such changes could materially affect the
amounts reported in the statement of net assets available for benefits.

L. Plan Termination
The Company reserves the right to terminate the Plan at any time, subject to
Plan provisions. Upon termination of the Plan, the Employee Benefits Administration Committee directs the Trustee to pay all liabilities and expenses of
the ESOP and to sell shares of financed common stock held as collateral to the
extent it determines such sale to be necessary in order to repay the loan. Subsequently, the interest of each participant in the trust fund will be distributed
to such participant or his or her beneficiary at the time prescribed by the Plan
terms and the IRC.

M. Tax Status
The Plan has received a determination letter from the IRS dated June 30,
20XX, stating that the Plan is qualified under the IRC and, therefore, the
related trust is exempt from taxation. Once qualified, the Plan is required to
operate in conformity with the IRC to maintain its qualification. The Plan
has been amended since receiving the determination letter. However, the Plan
administrator believes that the Plan is currently designed, and being operated,
in compliance with the applicable requirements of the IRC. Therefore, they
believe that the Plan was qualified, and the related trust was tax-exempt as of
the financial statement date.
Accounting principles generally accepted in the United States of America require plan management to evaluate tax positions taken by the plan and recognize a tax liability if the organization has taken a significant uncertain position
that more likely than not would not be sustained upon examination by the
[identify applicable taxing authorities]. The Plan is subject to routine audits by
taxing jurisdictions; however, there are currently no audits for any tax periods
in progress.
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Appendix E

Illustrations of Financial Statements:
Defined Benefit Pension Plans
This appendix is nonauthoritative and is included for informational purposes
only.
Note
This guide has been updated to include the following Accounting Standards
Updates (ASUs) issued by FASB whose provisions are not yet effective:

r
r

FASB ASU No. 2015-07, Fair Value Measurement (Topic 820): Disclosures for Investments in Certain Entities That Calculate Net Asset
Value per Share (or Its Equivalent) (a consensus of the FASB Emerging Issues Task Force)
FASB ASU No. 2015-12, Plan Accounting: Defined Benefit Pension
Plans (Topic 960), Defined Contribution Pension Plans (Topic 962),
Health and Welfare Benefit Plans (Topic 965): (Part I) Fully BenefitResponsive Investment Contracts, (Part II) Plan Investment Disclosures, (Part III) Measurement Date Practical Expedient (consensuses
of the FASB Emerging Issues Task Force). (Plans may early adopt
any of the three parts of this ASU individually, without early adopting the other parts but once a part is adopted it must be done so in
its entirety.)

Based on feedback from various sources, AICPA staff believe that many plans
will want to adopt FASB ASU No. 2015-07 and FASB ASU No. 2015-12 early
and therefore the financial statements have been updated to reflect these
standards.
For plans who are not early adopting these ASUs, the AICPA is continuing to offer the 2015 edition of the AICPA Audit and Accounting
Guide Employee Benefit Plans as a resource for users following the
requirements prior to the effective date of these ASUs.
See the section "Select Recent Developments" in the preface of this guide for
further discussion about these ASUs and their effective dates.
E.01 This appendix illustrates applications of certain provisions of FASB
Accounting Standards Codification (ASC) 960, Plan Accounting—Defined Benefit Pension Plan, to the annual financial statements of the hypothetical defined
benefit pension plan, C&H Company Pension Plan.
E.02 Circumstances include the following:

r
r

C&H Company Pension Plan is a single employer, cash balance,
defined benefit pension plan providing retirement, disability, and
death benefits.
The auditor of these financial statements was engaged to perform
a full-scope audit and therefore these financial statements do not
include additional illustrative disclosures that might be applicable for a DOL limited-scope audit relating to certified investment
information.
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The pension plan includes a 401(h) account.
There were no transfers of investments between levels during the
year ended December 31, 20X2.
The plan holds a hedge fund and real estate fund, both of which
do not file as a direct filing entity. These funds are measured
and presented at fair value using net asset value per share as a
practical expedient.
Note

"Pending Content" in FASB ASC 960-325-50-6 states that if an investment
is measured using the net asset value per share (or its equivalent) practical
expedient in FASB ASC 820-10-35-59 and that investment is in a fund that
files U.S. Department of Labor Form 5500 as a direct filing entity, disclosure
of that investment's significant investment strategy, as discussed in FASB
ASC 820-10-50-6A(a), is not required.

r
r
r

The plan presents separate statements of net assets available for
benefits (exhibit E-1), statements of changes in net assets available for benefits (exhibits E-2, E-5), statements of accumulated
plan benefits (exhibits E-3 and E-6), and statements of changes in
accumulated plan benefits (exhibit E-4 and E-7)
Exhibits E-1, E-2, E-3, and E-4 assume an end-of-year benefit
information date
Exhibits E-5, E-6, and E-7 assume a beginning of year benefit
information date

E.03 In the initial year of adoption for FASB ASU No. 2015-07 and FASB
ASU No. 2015-12, the disclosures required by FASB ASC 250, Accounting
Changes and Error Corrections, relating to a newly issued FASB ASC update
would need to be included. Such disclosures have not been illustrated in this
example.
E.04 Although not illustrated, FASB ASC 960-20-45-2 permits the information regarding the actuarial present value of accumulated plan benefits and
changes therein to be presented in the notes to the financial statements. That
information may be presented on the face of one or more financial statements
or the notes thereto. Regardless of the format selected, each category of information should be presented in its entirety in the same location. If a statement
format is selected for either category, a separate statement may be used to
present that information or, provided the information is as of the same date
or for the same period, that information may be presented together with information regarding the net assets available for benefits and the year-to-year
changes therein.

Use of Beginning of Year Benefit Information Date
E.05 The presentation of the financial statement information and the
notes to the financial statements are affected by the benefit information date
selected for disclosure. The preferred approach is to use an end-of-year benefit
information date. If a beginning-of-year benefit information date is selected the
present value of accumulated plan benefits will be as of the same date as the net
assets. In this case, two statements of net assets available for benefits and two
statements of changes in net assets available for benefits are presented. Only

AAG-EBP APP E

©2016, AICPA

Illustrations of Financial Statements: Defined Benefit Pension Plans

711

a single year of the present value of accumulated plan benefits is required with
a reconciliation from the prior year. The Statement of Net Assets Available for
Benefits, assuming a beginning-of-year information date, would be the same
as that illustrated in exhibit E-1.
E.06 The notes to the financial statements are for the illustrative financial
statements that use end-of-year benefit information. Necessary modifications
to the notes when beginning-of-year benefit information is presented are in
brackets.
E.07 GAAP does not require comparative financial statements unless the
beginning-of-year benefit information is used. In this case, a prior-year statement of net assets available for benefits and changes therein must also be
presented in order to report on the financial status of the plan. The Employee
Retirement Income Security Act of 1974 (ERISA) requires a comparative statement of net assets available for benefits. The illustrative financial statements
are intended to comply with the requirements of ERISA.
E.08 It does not illustrate other requirements of FASB ASC 960, as well as
other FASB ASC topics, that might be applicable in circumstances other than
those assumed for this example. The formats and the wording of accompanying
notes are illustrative and are not necessarily the only possible presentation.

Fair Value Disclosures
E.09 The information contained in the fair value disclosures is based
upon information specific to this illustration for C&H Company Pension Plan
as presented in exhibits E-1 through E-8. The fair value disclosures are not
representative of all types of investment securities and do not represent the
classification for every instance of such investment securities. It should not
be assumed that the methodologies stated in this illustration are the only
appropriate methodologies for these types of assets. As stated in FASB ASC
820-10-35-6A, the principle (or most advantageous) market (and thus, market
participants) should be considered from the perspective of the reporting entity,
thereby allowing for differences between and among entities with different
activities. Plan sponsors will have to evaluate the appropriate hierarchy level
for each type of investment security based upon the plan's portfolio and actual
fair valuation techniques used. "Pending Content" in FASB ASC 960-325-50-1
states that defined benefit pension plans are exempt from the requirements in
FASB ASC 820-10-50-2B(a) to disaggregate assets by nature, characteristic,
and risks. The disclosures of information by classes of assets required by FASB
ASC 820-10-50 should be provided by general type of plan assets consistent
with "Pending Content" in FASB ASC 960-325-45-2.
Note
Illustrative descriptions of the valuation techniques and inputs used by the
plan to estimate fair value are specific to this example. For fair value measurements using significant other observable inputs (level 2) and significant
unobservable inputs (level 3), FASB ASC 820 requires a description of the
valuation technique (or multiple techniques) used, such as the market approach, income approach, or the cost approach, and the inputs used in determining the fair values of each class of assets or liabilities. If there has been
a change in the valuation technique(s), FASB ASC 820 requires disclosure of
that change and the reason for making it. These disclosures should be specific
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to the particular valuation techniques and inputs used by the entity for each
general type of investment held.
The use of valuation techniques may differ by entity, but all valuation techniques should maximize the use of relevant observable inputs and minimize
the use of unobservable inputs in estimating an exit price in the current market. For illustrations of fair value disclosures for various types of financial
instruments, it is recommended that users consult the illustrative financial
statements within appendixes C, D, E, and F of this guide, and the illustrations in FASB ASC 820. Also see the table in paragraph E.11 for other
resources.

Comparative Financial Statements and
Supplemental Information
E.10 ERISA requires a comparative statement of net assets available
for benefits. ERISA and DOL regulations require that certain information be
included in supplemental schedules, and reported on by the independent auditor; this information is not required under GAAP. See appendix A, "ERISA
and Related Regulations," for a further discussion of such ERISA and DOL
requirements. These illustrative financial statements do not include example
supplemental schedules.

Other Resources
E.11 The illustrative financial statements contained in this appendix are
only examples of how defined benefit pension plan financial statements may
look. The following table contains other sources of investment related illustrations and disclosures that may provide additional guidance.
Source

Comments

FASB ASC 815,
Derivatives and Hedging

FASB ASC 815 contains implementation
guidance and illustrations relating to
derivatives and hedging.

FASB ASC 820, Fair
Value Measurement

FASB ASC 820-10-55 contains implementation
guidance and illustrations relating to fair value
measurements.

AICPA Audit and
Accounting Guide
Investment Companies

The AICPA Audit and Accounting Guide
Investment Companies contains illustrations
with disclosures relating to unique investments,
such as short sales, credit default swaps,
futures, forwards, and derivatives.

E.12 In addition, Employee Benefit Plans—Best Practices in Presentation
and Disclosure (formerly known as Accounting Trends & Techniques, Employee
Benefit Plans, 5th Edition), is intended to provide preparers and auditors of
employee benefit plan financial statements with a compilation of illustrative
financial statement disclosures based on actual examples.1
1
Additional resources that contain actual plan financial statements include EFAST2 located at
www.dol.gov and EDGAR, located at www.sec.gov.
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I. Illustrations Assuming an End-of-Year Benefit
Information Date
Exhibit E-1
C&H Company Pension Plan
Statements of Net Assets Available for Benefits
December 31,
20X2

20X1

$8,540,000

$8,270,000

1,072,000

966,000

40,000

35,000

310,000

175,000

77,000

76,000

Assets
Investments, at fair value2 (notes E–J):
Net assets held in 401(h) account (note O)3
Receivables
Employer's contribution
Due from broker for securities sold
Accrued interest and dividends
Total receivables
Cash—noninterest bearing
Total assets

427,000

286,000

200,000

90,000

10,239,000

9,612,000

90,000

460,000

65,000

40,000

1,072,000

966,000

Liabilities
Due to broker for securities purchased
Accrued expenses
Amounts related to obligation of 401(h)
account (note O)
Total liabilities
Net assets available for benefits

1,227,000

1,466,000

$9,012,000

$8,146,000

See accompanying notes to the financial statements.

2

The master trust holds certain derivative instruments. See note H to the financial statements.
Any assets held for investment purposes in the 401(h) account should be shown on Schedule
H, line 4i—Schedule of Assets (Held at End of Year) and any 5 percent reportable transactions in the
401(h) account should be shown on Schedule H, line 4j—Schedule of Reportable Transactions for the
pension plan.
3
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Exhibit E-2
C&H Company Pension Plan
Statement of Changes in Net Assets
Available for Benefits
Year Ended
December 31,
20X2
Investment income:
Net appreciation in fair value of investments
Interest

$278,000
325,000

Dividends

5,000
608,000

Less investment expenses

39,000
569,000

Plan interest in C&H Master Trust investment income
(note F)
Total investment income
Employer contributions
Total additions

129,000
698,000
1,230,000
1,928,000

Benefits paid directly to participants

740,000

Purchases of annuity contracts (note G)

257,000

Total benefits paid

997,000

Administrative expenses

65,000

Total deductions

1,062,000

Net increase

866,000

Net assets available for benefits:
Beginning of year
End of year

8,146,000
$9,012,000

See accompanying notes to the financial statements.
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Exhibit E-3
Note
Alternatively, exhibit E-1 may be combined with exhibit E-3 and exhibit E-2
may be combined with exhibit E-4. See exhibits E-5 and E-6 presented in the
illustrations in FASB ASC 960-205-55.
C&H Company Pension Plan
Statements of Accumulated Plan Benefits
December 31,
20X2

20X1

Actuarial present value of accumulated plan
benefits (note C)
Vested benefits:
Participants currently receiving
payments
Other participants
Nonvested benefits
Total actuarial present value of
accumulated plan benefits

$3,040,000

$2,950,000

8,120,000

6,530,000

11,160,000

9,480,000

2,720,000

2,400,000

$13,880,000

$11,880,000

See accompanying notes to the financial statements.
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Exhibit E-4
C&H Company Pension Plan
Statement of Changes in Accumulated Plan Benefits
Year Ended
December 31,
20X2
Actuarial present value of accumulated plan benefits at
beginning of year

$11,880,000

Increase (decrease) during the year attributable to:
Plan amendment (note L)
Change in actuarial assumptions (note C)

2,410,000
(1,050,500)

Benefits accumulated

895,000

Increase for interest4

742,500

Benefits paid
Net increase
Actuarial present value of accumulated plan benefits at
end of year

(997,000)
2,000,000
$13,880,000

See accompanying notes to the financial statements.

4
The actuarial report will often refer to this amount as the "increase for interest due to the
decrease in the discount period."
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II. Illustrations Assuming a Beginning-of-Year Benefit
Information Date
Exhibit E-5
Note
The presentation of the financial statement information and the notes to the
financial statements are affected by the benefit information date selected
for disclosure. The preferred approach is to use an end-of-year benefit information date. If a beginning-of-year benefit information date is selected the
present value of accumulated plan benefits will be as of the same date as the
net assets. In this case, two statements of net assets available for benefits and
two statements of changes in net assets available for benefits are presented.
Only a single year of the present value of accumulated plan benefits is required with a reconciliation from the prior year. The Statement of Net Assets
Available for Benefits, assuming a beginning-of-year information date, would
be the same as that illustrated in exhibit E-1.
C&H Company Pension Plan
Statements of Changes in Net Assets
Available for Benefits
(If a beginning-of-year benefit information date is selected)
Year Ended
December 31,
20X2

20X1

$278,000
325,000
5,000

$41,000
120,000
90,000

608,000
39,000

251,000
35,000

569,000
129,000

216,000
150,000

Total investment income
Employer contributions

698,000
1,230,000

366,000
1,140,000

Total additions

1,928,000

1,506,000

Benefits paid directly to participants
Purchases of annuity contracts (note G)

740,000
257,000

561,000
185,000

Total benefits paid
Administrative expenses

997,000
65,000

746,000
58,000

Investment income:
Net appreciation in fair value of investments
Interest
Dividends
Less investment expenses
Plan interest in C&H Master Trust investment income (note F)

Total deductions
Net increase
Net assets available for benefits:
Beginning of year
End of year

1,062,000

804,000

866,000

702,000

8,146,000

7,444,000

$9,012,000

$8,146,000

See accompanying notes to the financial statements.
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Exhibit E-6
C&H Company Pension Plan
Statement of Accumulated Plan Benefits
(If a beginning-of-year benefit information date is selected)
December 31,
20X1
Actuarial present value of accumulated plan benefits
(note C)
Vested benefits:
Participants currently receiving payments
Other participants

$2,950,000
6,530,000
9,480,000

Nonvested benefits
Total actuarial present value of accumulated plan benefits

2,400,000
$11,880,000

See accompanying notes to the financial statements.
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Exhibit E-7
C&H Company Pension Plan
Statement of Changes in Accumulated Plan Benefits
(If a beginning-of-year benefit information date is selected)
Year Ended
December 31,
20X1
Actuarial present value of accumulated plan benefits at
beginning of year

$9,890,000

Increase (decrease) during the year attributable to:

Change in actuarial assumptions (note C)
Benefits accumulated
Increase for interest

700,000
1,060,000

5

976,000

Benefits paid

(746,000)

Net increase

1,990,000

Actuarial present value of accumulated plan benefits at end
of year

$11,880,000

See accompanying notes to the financial statements.
Note
As discussed in paragraph E.04, as an alternative, it is acceptable to show a
reconciliation of the significant changes in benefit obligations in paragraph
form, which includes appropriate reference to related notes as well as including the actuarial present value of the accumulated plan benefits as of the end
of the preceding year.

5
The actuarial report will often refer to this amount as the "increase for interest due to the
decrease in the discount period."
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Exhibit E-8
C&H Company Pension Plan
Notes to Financial Statements6

A. Description of Plan
The following description of the C&H Company Pension Plan (Plan) provides
only general information. Participants should refer to the plan document for a
more complete description of the Plan's provisions.
1. General. The plan is a cash balance defined benefit plan providing
retirement, disability, and death benefits to all eligible employees.
The Plan sponsor is the C&H Company (the Company) and is subject to the provisions of the Employee Retirement Income Security
Act of 1974, as amended (ERISA). The Plan includes all full-time
employees of the Company. Employees are eligible to participate
in the Plan the first day of the quarter after completing one year of
service with the Company.
The Plan is administered by the Company's Benefits Committee
(Committee), which is a committee of the board of directors of the
Company. The Committee has overall responsibility for the operation and administration of the Plan. The Committee determines
the appropriateness of the Plan's investment offerings, monitors investment performance and reports to the Plan's Board of Trustees.
2. Participant's Accounts. Under the Plan provisions, amounts are
credited by the Company to the participants' hypothetical accounts.
The accounts are allocated compensation credits and investment
credits at the end of every quarter. The compensation credits are
allocated based on a percentage of the participants' certified compensation as defined in the plan document for that particular quarter. The applicable percentage ranges from x percent to y percent
and is based on the participants' age plus years of credited service
(as defined in the plan document) at the end of the quarter. Age
and credited service are determined in whole years at the end of
the quarter.
Participants' hypothetical accounts also receive investment credits
at the end of every quarter. The amount of the investment credit
is tied to the average of the annual yields on 30-year treasury
securities and is adjusted quarterly. As of December 31, 20X2 and
20X1, the interest rate was x percent and y percent respectively.
3. Funding Policy. The Plan's funding policy is for the Company to
contribute an amount which will meet or exceed the annual ERISA
minimum funding requirement. During 20X2 [and 20X1], the Comand $
, respectively. The
pany made contributions of $
Company's contributions for 20X2 [and 20X1] exceeded the minimum funding requirements of ERISA. Additionally, the Company

6
The notes are for the accompanying illustrative financial statements that use an end-of-year
benefit information date. Modifications necessary to accompany the illustrative financial statements
that use a beginning-of-year benefit information date are presented in brackets.
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makes annual contributions to the 401(h) account based upon the
maximum deductibility under the Internal Revenue Code.7
Although it has not expressed any intention to do so, the Company
has the right under the plan to discontinue its contributions at any
time and to terminate the plan subject to the provisions set forth
in ERISA.
4. Pension Benefits. Benefits are determined based on the participant's hypothetical account balance. Plan participants are eligible
for their plan benefit after terminating employment with vested
rights. Participants become vested in the Plan upon completion
of 3 or more years of service or attainment of the normal retirement age (65). If employees terminate before rendering 3 years of
service, they forfeit the right to receive the portion of their accumulated plan benefits attributable to the Company's contributions.
Upon termination of employment, participants have the option of
receiving their vested benefit in the form of a one-time lump sum
payment or a monthly annuity payable for their lifetime. Participants may elect to defer payment of their benefit until a later date
(if the value of the vested benefit is greater than $1000). Participants eligible for a special transition benefit from the prior final
average pay formula design will have their final benefits determined at the time they elect to begin receiving payments from the
plan. Any adjustment for the special transition benefit calculation
is automatically determined and communicated to participants.
Employees who were active participants in the Plan on January 1,
20XX, and were at least age 45 with 3 or more years of credited
service, became eligible for a special transition benefit under the
Plan. This transition benefit was established to ensure that eligible
participants would receive the same benefit or a larger benefit than
they would have under the former arrangement.
5. Death and Disability Benefits. If an active employee dies at age
55 or older, a death benefit equal to the value of the employee's
accumulated pension benefit is paid to the employee's beneficiary.
Active employees who become totally disabled receive annual disability benefits that are equal to the equivalent normal retirement
benefit they have accumulated as of the time they become disabled.
Disability benefits are paid until normal retirement age, at which
time disabled participants will receive the normal retirement benefit computed as though they had been employed to normal retirement age, with their annual compensation remaining the same as
at the time they became disabled.

B. Summary of Accounting Policies
The following are the significant accounting policies followed by the Plan:
1. Basis of Accounting. The accompanying financial statements are
prepared on the accrual basis of accounting.

7
In some plans, as a condition of participation, employees are required to contribute a certain
percent of their salary to the plan. Disclosure should be made of this requirement as well as the
amount of the accumulated contributions, including interest and the crediting interest rate. See
FASB ASC 960-205-50-1(d).
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2. Use of Estimates. The preparation of financial statements in accordance with accounting principles generally accepted in the United
States of America requires management to make estimates and
assumptions that affect the reported amounts of assets, liabilities,
and changes therein; disclosure of contingent assets and liabilities;
and the actuarial present value of accumulated plan benefits at
the date of the financial statements, and changes therein. Actual
results could differ from those estimates.
3. Investment Valuation and Income Recognition. Investments are
reported at fair value. Fair value is the price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date.
The Plan's Investment Committee determines the Plan's valuation
policies utilizing information provided by its investment advisers,
custodians, and insurance company. See note E for a discussion
of fair value measurements. Purchases and sales of securities are
recorded on a trade-date basis. Interest income is recorded on the
accrual basis. Dividends are recorded on the ex-dividend date. Net
appreciation includes the plan's gains and losses on investments
bought and sold as well as held during the year.
4. Payment of Benefits. Benefit payments to participants are recorded
upon distribution.
5. Administrative Expenses. The Plan's expenses are paid either by
the Plan or the Company, as provided by the plan document. Expenses that are paid directly by the Company are excluded from
these financial statements. Certain expenses incurred in connection with the general administration of the Plan that are paid by
the Plan are recorded as deductions in the accompanying statement of changes in net assets available for benefits. In addition,
certain investment related expenses are included in net appreciation of fair value of investments presented in the accompanying
statement of changes in net assets available for benefits.
6. Subsequent Events. The plan has evaluated subsequent events
through [insert date], the date the financial statements were available to be issued.

C. Actuarial Present Value of Accumulated Plan Benefits
Accumulated plan benefits are those future periodic payments, including lump
sum distributions that are attributable under the Plan's provisions to the service employees have rendered. Accumulated plan benefits include benefits expected to be paid to (a) retired or terminated employees or their beneficiaries,
(b) beneficiaries of employees who have died, and (c) present employees or
their beneficiaries. Benefits under the plan are accumulated based on employees' compensation during each year of credited service. The accumulated
plan benefits for active employees will equal the accumulation, with interest, of the annual benefit accruals as of the benefit information date. Benefits
payable under all circumstances—retirement, death, disability, and termination of employment—are included, to the extent they are deemed attributable
to employee service rendered to the valuation date. Benefits to be provided
via annuity contracts excluded from plan assets are excluded from accumulated plan benefits. The actuarial present value of accumulated plan benefits
is determined by an independent actuary and is that amount that results from
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applying actuarial assumptions to adjust the accumulated plan benefits to reflect the time value of money (through discounts for interest) and the probability
of payment (by means of decrements such as for death, disability, withdrawal,
or retirement) between the valuation date and the expected date of payment.
The significant actuarial assumptions used in the valuations as of December
31, 20X2 and 20X1 [20X1]8 were (a) life expectancy of participants [identify
mortality assumption(s) (for example, applicable mortality table) used], (b) retirement age assumptions (the assumed average retirement age was 60), and
(c) investment return. The interest rates used to discount the obligation for
20X2 and 20X1 were x.xx percent and x.xx percent respectively, including a reduction of .X percent to reflect anticipated administrative expenses associated
with providing benefits. The foregoing actuarial assumptions are based on the
presumption that the Plan will continue. Were the Plan to terminate, different
actuarial assumptions and other factors might be applicable in determining
the actuarial present value of accumulated Plan benefits. The computations
of the actuarial present value of accumulated plan benefits were made as of
January 1, 20X3 and 20X2 [20X2].9 Had the valuations been performed as of
December 31, there would be no material differences.

D. Plan Termination
In the event the Plan terminates, the net assets of the Plan will be allocated,
as prescribed by ERISA and its related regulations, generally to provide the
following benefits in the order indicated:
1. Benefits attributable to employee contributions, taking into account those paid out before termination.
2. Annuity benefits that former employees or their beneficiaries have
been receiving for at least three years, or that employees eligible to
retire for that three-year period would have been receiving if they
had retired with benefits in the normal form of annuity under the
Plan. The priority amount is limited to the lowest benefit that was
payable (or would have been payable) during those three years.
The amount is further limited to the lowest benefit that would be
payable under Plan provisions in effect at any time during the five
years preceding Plan termination.
3. Other vested benefits insured by the Pension Benefit Guaranty Corporation (PBGC) (a U.S. government agency) up to the applicable
limitations.
4. All other vested benefits (that is, vested benefits not insured by the
PBGC).
5. All nonvested benefits.
Benefits to be provided via contracts under which National (note
G) is obligated to pay the benefits would be excluded for allocation
purposes.
Certain benefits under the Plan are insured by the PBGC if the
Plan terminates. Generally, the PBGC guarantees most vested normal age retirement benefits, early retirement benefits, and certain
disability and survivor's pensions. However, the PBGC does not
8
Necessary modification to the notes when beginning-of-year benefit information is presented
in brackets.
9
See footnote 8.
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guarantee all types of benefits under the Plan, and the amount of
benefit protection is subject to certain limitations. Vested benefits
under the Plan are guaranteed at the level in effect on the date of
the Plan's termination.
Whether all participants receive their benefits should the Plan terminate at some future time will depend on the sufficiency, at that
time, of the Plan's net assets to provide for accumulated benefit
obligations and may also depend on the financial condition of the
plan sponsor and the level of benefits guaranteed by the PBGC.

E. Fair Value Measurements
The framework for measuring fair value provides a fair value hierarchy that
prioritizes the inputs to valuation techniques used to measure fair value. The
hierarchy gives the highest priority to unadjusted quoted prices in active markets for identical assets or liabilities (level 1) and the lowest priority to unobservable inputs (level 3). The three levels of the fair value hierarchy are
described as follows:
Level 1

Inputs to the valuation methodology are unadjusted quoted prices
for identical assets or liabilities in active markets that the plan
has the ability to access.

Level 2

Inputs to the valuation methodology include

•
•
•
•

quoted prices for similar assets or liabilities in active
markets;
quoted prices for identical or similar assets or liabilities in
inactive markets;
inputs other than quoted prices that are observable for the
asset or liability;
inputs that are derived principally from or corroborated by
observable market data by correlation or other means.

If the asset or liability has a specified (contractual) term, the level
2 input must be observable for substantially the full term of the
asset or liability.
Level 3

Inputs to the valuation methodology are unobservable and
significant to the fair value measurement.

The asset's or liability's fair value measurement level within the fair value
hierarchy is based on the lowest level of any input that is significant to the
fair value measurement. Valuation techniques maximize the use of relevant
observable inputs and minimize the use of unobservable inputs.
Following is a description of the valuation methodologies used for assets measured at fair value. There have been no changes in the methodologies used at
December 31, 20X2 and 20X1.
C&H Company common stock: Valued at the closing price reported on the New
York Stock Exchange.
Guaranteed investment contract with the National Insurance Company (National): Valued at fair value by the insurance company by discounting the
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related cash flows based on current yields of similar instruments with comparable durations considering the credit-worthiness of the issuer (see note G).
Corporate bonds: Valued using pricing models maximizing the use of observable
inputs for similar securities. This includes basing value on yields currently
available on comparable securities of issuers with similar credit ratings. When
quoted prices are not available for identical or similar bonds, the bond is valued
under a discounted cash flows approach that maximizes observable inputs, such
as current yields of similar instruments, but includes adjustments for certain
risks that may not be observable, such as credit and liquidity risks or a broker
quote if available.
U.S. government securities: Valued using pricing models maximizing the use of
observable inputs for similar securities.
Hedge fund and real estate fund: Valued at net asset value (NAV) of units held.
The NAV is used as a practical expedient to estimate fair value. The NAV is
based on the fair value of the underlying investments held by the fund less
its liability. This practical expedient is not used when it is determined to be
probable that the fund will sell the investment for an amount different than
the reported NAV.
Derivative instruments: Valued using pricing models based on the prevailing
forward exchange rate of the underlying currencies taking into account the
counterparties' creditworthiness.
The following table sets forth by level, within the fair value hierarchy, the
plan's assets at fair value as of December 31, 20X2, and 20X1. The following
table does not include the plan's interest in the C&H Master Trust because
that information is presented in a separate table (see note G):
Assets at Fair Value as of December 31, 20X2
Level 1
C&H Company common stock
Guaranteed investment
contract with National
Insurance Company
Corporate bonds
U.S. government securities
Total assets in the fair value
hierarchy
Investments measured at
NAV
Total investments,
excluding plan interest
in C&H Master Trust, at
fair value

©2016, AICPA

$690,000

Level 2

Level 3

Total

—

—

$690,000

—

—

$1,000,000

1,000,000

—

3,100,000

400,000

3,500,000

—

350,000

—

350,000

690,000

3,450,000

1,400,000

5,540,000

—

—

—

750,000

$690,000

$3,450,000

$1,400,000

$6,290,000
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Assets at Fair Value as of December 31, 20X1
Level 1

C&H Company common stock
Guaranteed investment
contract with National
Insurance Company
Corporate bonds
U.S. government securities
Total investments in the fair
value hierarchy
Investments measured at
NAV
Total investments,
excluding plan interest
in C&H Master Trust, at
fair value

Level 2

Level 3

Total

$880,000

—

—

$880,000

—
—
—

—
3,450,000
270,000

$890,000
220,000
—

890,000
3,670,000
270,000

880,000

3,720,000

1,110,000

5,710,000

—

—

—

700,000

$880,000

$3,720,000

$1,110,000

$6,410,000

Transfers Between Levels
The availability of observable market data is monitored to assess the appropriate classification of financial instruments within the fair value hierarchy.
Changes in economic conditions or model-based valuation techniques may require the transfer of financial instruments from one fair value level to another.
In such instances, the transfer is reported at the beginning of the reporting
period.
We evaluate the significance of transfers between levels based upon the nature
of the financial instrument and size of the transfer relative to total net assets
available for benefits.
Changes in Fair Value of Level 3 Assets and Related Gains and Losses
The following table sets forth a summary of changes in the fair value of the
Plan's level 3 assets for the year ended December 31, 20X2.
[The use of the beginning-of-the-year benefit information would require this
note to include December 31, 20X1 information.]
Guaranteed
Investment
Contract
Balance, beginning of year
Realized gains/(losses)
Unrealized gains/(losses) relating to
assets still held at the reporting date
Purchases
Sales
Issuances
Settlements
Balance, end of year
The amount of total gains or losses for the
period included in changes in net assets
attributable to the change in unrealized
gains or losses relating to assets still
held at the reporting date
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Bonds

Total

$890,000
—

$220,000
100,000

$1,110,000
100,000

40,000
337,000
(267,000)
—
—

(30,000)
210,000
(100,000)
—
—

10,000
547,000
(367,000)
—
—

$1,000,000

$400,000

$1,400,000

$40,000

(30,000)

$10,000
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Gains and losses (realized and unrealized) included in changes in net assets for
the period above are reported in net appreciation in fair value of investments
in the statement of changes in net assets available for benefits.
Quantitative Information about Significant Unobservable Inputs Used
in Level 3 Fair Value Measurements
The following table represents the Plan's level 3 financial instruments, the
valuation techniques used to measure the fair value of those financial instruments as of December 31, 20X2 and 20X1, respectively, and the significant
unobservable inputs and the ranges of values for those inputs:

Instrument
Guaranteed
investment
contract

Range of
Significant
Input
Values

Fair Value
12/31/20X2

Fair
Value
12/31/20X1

Principal
Valuation
Technique

Significant
Unobservable
Inputs

$1,000,000

$890,000

Discounted
Cash Flow

Discount rate
Duration
(years)

X%
5

Y%

$400,000

$220,000

Discounted
Cash Flow

Credit risk
(basis points)

xx-xxx

Y%

Liquidity risk
(basis points)

xx-xxx

Y%

Corporate
bonds

Weighted
Average

In estimating fair value of the investments in level 3, the Investment Committee may use third-party pricing sources or appraisers. In substantiating the
reasonableness of the pricing data provided by third parties, the Investment
Committee evaluates a variety of factors including review of methods and assumptions used by external sources, recently executed transactions, existing
contracts, economic conditions, industry and market developments, and overall
credit ratings.
Fair Value of Investments that Calculate Net Asset Value
The following table summarizes investments measured at fair value based on
net asset value (NAVs) per share as of December 31, 20X2 and 20X1, respectively.

December 31,
20X2

Fair Value

Unfunded
Commitments

Redemption
Frequency
(if currently
eligible)

Redemption
Notice Period

Hedge fund(a)

$480,000

$100,000

Monthly

30–60 days

Real estate fund(b)

$270,000

$1,000,000

See(b)

See(b)
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December 31,
20X1

Unfunded
Commitments

Fair Value

Redemption
Frequency
(if currently
eligible)

Redemption
Notice Period

Hedge fund(a)

$460,000

$100,000

Monthly

30–60 days

Real estate fund(b)

$240,000

$1,000,000

See(b)

See(b)

(a)

(b)

Hedge fund. The hedge fund's objective is to use leveraged, long,
short, and derivative positions in both domestic and international
markets with the goal of generating high returns. The Plan can
redeem monthly from the fund (30 days prior to month end).
Real estate fund. The real estate fund invests primarily in commercial real estate and includes mortgage loans which are backed by
the associated properties. It focuses on properties that return both
lease income and appreciation of the buildings' marketable value.
As of December 31, 20X2, a limitation was in effect which delayed
the payment of withdrawal requests and provided for payments of
such requests on a pro rata basis as cash becomes available. Aside
from the withdrawal limitation in place at December 31, 20X2, investments in this category could previously be redeemed two times
in a 30-day period at the current net asset value per share based
on the fair value of the underlying assets. Participants are not allowed to transfer back into this category until the 30-day period has
expired. New contributions are allowed during this time period.

F. Interest in C&H Master Trust
A portion of the plan's investments are in the Master Trust, which was established for the investment of assets of the plan and several other C&H Company
sponsored retirement plans. Each participating retirement plan has an undivided interest in the Master Trust. The assets of the Master Trust are held by
GLC Trust Company (Trustee).
The value of the Plan's interest in the C&H Master Trust is based on the beginning of year value of the Plan's interest in the trust plus actual contributions
and allocated investment income less actual distributions and allocated administrative expenses. At December 31, 20X2 and 20X1, the Plan's interest in the
net assets of the Master Trust was approximately 9 percent and 11 percent,
respectively. Investment income and administrative expenses relating to the
Master Trust are allocated to the individual plans based upon the amount of
the time the plan's assets were invested in the master trust.
The following table presents the net assets of the Master Trust as of December
31, 20X2 and 20X1.
December 31,
Common stocks
C&H common stock
Other (stocks on loan were $882,000 and $788,000,
respectively)
Corporate bonds
U.S. government securities
Securities lending collateral
Total investments

20X2

20X1

$1,255,000

$1,115,000

9,745,000
11,800,000
867,000
900,000

6,885,000
6,700,000
750,000
800,000

24,567,000

16,250,000

(continued)
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December 31,
Unrealized gain on foreign currency forward
exchange contract
Obligation to return securities lending collateral
Accrued income
Accrued liabilities
Total net assets
Plan interest in C&H Master Trust

20X2

20X1

1,233,000
(900,000)
150,000
(50,000)
$25,000,000

1,344,091
(800,000)
135,000
(20,000)
$16,909,091

$2,250,000

$1,860,000

During 20X2 and [20X1],10 the Master Trust's investments (including investments bought and sold, as well as held during the year) appreciated (depreciated) as follows:
Year Ended
December 31,
20X2
Investment income:
Net appreciation in fair value of investments:
Common stocks
Corporate bonds
Derivative Instruments
U.S. government securities
Net appreciation in fair value

[20X1]

$300,000
200,000
90,000
210,000

$200,000
200,000
50,000
150,000

$800,000

$600,000

The following are the changes in net assets for the Master Trust for the year
ended December 31, 20X2. [The use of the beginning-of-the-year benefit information would require this note to include December 31, 20X1 information.]
Changes in Net Assets:
Net appreciation in fair value of investments
Interest
Dividends
Net investment income
Net transfers
Administrative expenses
Increase in net assets
Nets assets:
Beginning of year
End of year

$800,000
400,000
230,000
$1,430,000
$7,060,909
(400,000)
8,090,909
$16,909,091
$25,000,000

Refer to note E for description of the valuation methodologies used.
10

See footnote 8.
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The following table sets forth by level, within the fair value hierarchy, the
Master Trust's assets at fair value as of December 31, 20X2, and 20X1:
Note
For purposes of this illustration, the assets of this master trust are classified
within levels 1 and 2 of the fair value hierarchy due to the fact that they are
valued either using quoted market prices or are valued using pricing models
maximizing the use of observable inputs for similar securities. Note that this
is not representative of all master trusts. Accordingly, other master trusts
may hold assets that are classified within level 3 of the fair value hierarchy,
requiring additional disclosures. Presentation and disclosure in the notes to
the financial statements should be made accordingly, based on the types of
investments held within the master trust.
If all of the assets of the plan are held in the master trust then all the relevant
fair value disclosures would be required to be included in this master trust
disclosure note.
Master Trust Assets at Fair Value as of
December 31, 20X2
Level 1
Common stocks
Corporate bonds
U.S. government securities
Securities lending collateral:
Interest bearing cash
U.S. government
securities
Total securities
lending collateral
Derivative instruments
Total assets at fair value

Level 2

Level 3

Total

$11,000,000
—
—

—
11,800,000
867,000

—
—
—

$11,000,000
11,800,000
867,000

100,000

—

—

100,000

—

800,000

—

800,000

100,000

800,000

—

900,000

—

1,233,000

—

1,233,000

$11,100,000

$14,700,000

—

$25,800,000

Master Trust Assets at Fair Value as of
December 31, 20X1
Level 1
Common stocks
Corporate bonds
U.S. government securities
Securities lending collateral:
Interest bearing cash
U.S. government
securities
Total securities
lending collateral
Derivative instruments
Total assets at fair value
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Level 2

Level 3

Total

$8,000,000
—
—

—
6,700,000
750,000

—
—
—

$8,000,000
6,700,000
750,000

80,000

—

—

80,000

—

720,000

—

720,000

80,000

720,000

—

800,000

—

1,344,091

—

1,344,091

$8,080,000

$9,514,091

—

$17,594,091
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The availability of observable market data is monitored to assess the appropriate classification of financial instruments within the fair value hierarchy.
Changes in economic conditions or model-based valuation techniques may require the transfer of financial instruments from one fair value level to another.
In such instances, the transfer is reported at the beginning of the reporting
period.
We evaluate the significance of transfers between levels based upon the nature
of the financial instrument and size of the transfer relative to total net assets
available for benefits. For the year ended December 31, 20XX, there were no
significant transfers in or out of levels 1, 2, or 3.
Note
These illustrative financial statements do not contain any significant transfers between fair value levels. If there were any, the reporting entity is also
required to disclose any significant transfers to or from level 1 and level 2
and the reasons for those transfers. For instance, a transfer may occur if a
stock becomes de-registered.

G. Guaranteed Investment Contract With National Insurance Company
In 20X0, the plan entered into a guaranteed investment contract with National
Insurance Company (National) under which the plan deposits a minimum of
$100,000 a year. National maintains the contributions in an unallocated fund
to which it adds interest at a rate of X percent. The interest rate is guaranteed
through 20X3 but is subject to change for each succeeding 5-year period. When
changed, the new rate applies only to funds deposited from the date of change.
At the direction of the plan's administrator, a single premium to buy an annuity
for a retiring employee is withdrawn by National from the unallocated fund.
Purchased annuities are contracts under which National is obligated to pay
benefits to named employees or their beneficiaries. The premium rates for such
annuities to be purchased in the future and maximum administration expense
charges against the fund are also guaranteed by National on a 5-year basis.
The annuity contracts provide for periodic dividends at National's discretion
on the basis of its experience under the contracts. Such dividends received by
the plan for the year(s) ended December 31, 20X2 [and 20X1], were $25,000
[and $24,000, respectively]. In reporting changes in net assets, those dividends
have been netted against amounts paid to National for the purchase of annuity
contracts.
Funds under the guaranteed investment contract that have been allocated and
applied to purchase annuities (that is, National is obligated to pay the related
pension benefits) are excluded from the plan's assets.

H. Derivative Instruments
The Plan (through the master trust) may enter into foreign currency forward
exchange contracts primarily to hedge against foreign currency exchange rate
risks on its non-U.S dollar denominated investment securities. When entering
into a forward currency contract, the Plan agrees to receive or deliver a fixed
quantity of foreign currency for an agreed-upon price on an agreed future
date. The Plan's net equity therein, representing unrealized gain or loss on the
contracts, as measured by the difference between the forward foreign exchanges
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rates at the dates of entry in the contracts and the forward rates at the reporting
date is included in the master trust's statement of net assets. Realized and
unrealized gains and losses are included in the master trust's statement of
changes in net assets. These instruments involve market risk, credit risk, or
both kinds of risks in excess of the amount recognized in the statement of net
assets. Risks arise from the possible inability of counterparties to meet the
terms of their contracts and movement in currency and securities values and
interest rates. The year-end balance is indicative of the average volume during
the year. At December 31 20X2, the Plan had the following foreign currency
forward exchange contracts:
Unrealized
Gains
1,407,900,000 Japanese yen vs. $14,588,000 for settlement
January 25, 20X3

$1,233,000

At December 31, 20X1, the Plan sold the following foreign currency forward
exchange contracts:
Unrealized
Gains
1,501,000,000 Japanese yen vs. $13,322,000 for settlement
January 24, 20X2

$1,344,091

The fair value of the foreign currency forward exchange contracts, none of which
are accounted for as hedge instruments under FASB ASC 815, Derivatives
and Hedging, are included in the master trust's statement of assets under
unrealized gain on foreign currency contract.
Realized and unrealized gains and losses of $201,091and $(111,091), respectively, on derivatives contracts entered into during the year ended December
31, 20X2 by the Plan are recorded in net appreciation of investments on the
master trust's statement of changes.
The Plan may be required to post collateral on derivatives if the Plan is in
a net liability position with the counterparty exceeding certain amounts. Additionally, counterparties may immediately terminate derivatives contracts if
the Plan fails to maintain sufficient asset coverage for its contracts or its net
assets decline by stated percentages.

I. Master Netting Agreements
The Master Trust is subject to master netting agreements, or netting arrangements, with certain counterparties. These agreements govern the terms of
certain transactions and reduce the counterparty risk associated with relevant
transactions by specifying offsetting mechanisms and collateral posting arrangements at pre-arranged exposure levels. Because different types of transactions have different mechanics and are sometimes traded out of different legal entities of a particular counterparty organization, each type of transaction
may be covered by a different master netting arrangement, possibly resulting
in the need for multiple agreements with a single counterparty. Master netting
agreements are specific to each different asset type; therefore, they allow the
company to close out and net its total exposure to a specified counterparty in
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the event of a default with respect to any and all the transactions governed
under a single agreement with the counterparty.
The following is a summary by counterparty of the Master Trust's net exposure
to derivative assets and liabilities, by financial instrument type, available for
offset and net of collateral under Master Agreements at 20X2:11

Derivative Type

Fair Value
of
Derivative
Assets

Foreign currency
contracts

Fair Value
of
Derivative
Liabilities

Collateral
(Received)

Collateral
Pledged

Net
Exposure

—

—

—

—

—

Counterparty A

1,100,000

(100,000)

—

—

1,000,000

Counterparty B

235,000

(2,000)

—

—

233,000

$1,335,000

$(102,000)

—

—

$1,233,000

Total

J. Securities Lending 12
The Master Trust is authorized to engage in the lending of certain investments
under the terms of a Master Securities Lending Agreement. Securities lending
is an investment management enhancement that utilizes certain existing securities of the Master Trust to earn additional income. Securities lending involves
the loaning of securities to approved banks and broker/dealers. In return for
the loaned securities, the trustee, prior to or simultaneous with delivery of the
loaned securities to the borrower, receives collateral in the form of cash or U.S.
government securities as a safeguard against possible default of any borrower
on the return of the loan under terms that permit the Master Trust to repledge
or sell the securities.
The Plan has the right under the Master Securities Lending Agreement to
recover the securities from the borrower on demand; if the borrower fails to
deliver the securities on a timely basis, the company could experience delays
or losses on recovery. Additionally, the Plan is subject to the risk of loss from
investments that it makes with the cash received as collateral. The Plan manages credit exposure arising from these lending transactions by, in appropriate
circumstances, entering into master netting agreements and collateral agreements with third party borrowers that provide the Plan, in the event of default
(such as bankruptcy or a borrower's failure to pay or perform), the right to net
a third party borrower's rights and obligations under such agreement and liquidate and set off collateral against the net amount owed by the counterparty.
Each loan is initially collateralized, in the case of: (a) loaned securities denominated in US dollars or whose primary trading market is located in the US, or
(b) loaned securities not denominated in US dollars or whose primary trading
market is not located in the U.S. to the extent of 105 percent of the market
11
For illustrative purposes, this disclosure includes only one year. Note that comparative disclosures are required.
12
This example for securities lending shows that investment in securities lending are held in
the Master Trust. If not held in the Master Trust, the amounts need to be shown on the face of the
statement of net assets available for benefits. Also note that in this example the collateral is greater
than the total market value on loan at year end. In other situations, the plan could be under 100
percent collateralized, which could lead to a potential net exposure.
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value of the loaned securities. The collateral is marked to market on a daily
basis. In the event the counterparty is unable to meet its contractual obligation
under the securities lending arrangement, the Master Trust may incur losses
equal to the amount by which the market value of the securities differ from the
amount of collateral held. The Master Trust mitigates credit risk associated
with securities lending arrangements by monitoring the fair value of the securities loaned on a daily basis, with additional collateral obtained or refunded
as necessary. The maturity of the U.S. Treasuries and interest bearing cash
collateral is three months or less.
The Master Trust maintains full ownership rights to the securities loaned and
accordingly, classifies loaned securities as investments. Because the securities
received as collateral may be repledged or sold, the Master Trust recognizes
the amount of collateral received and a corresponding obligation to return such
collateral on the statement of net assets. The fair value of securities on loan
and $
and the fair value of collateral was
was approximately $
and $
, respectively at December 31, 20X2 and
approximately $
20X1. Securities lending income earned by the Master Trust is recorded on the
and $
for the years ended
accrual basis and was approximately $
December 31, 20X2 and 20X1, respectively.
Gross Amounts Not
Offset in Financial
Statements∗ ∗∗

Gross
Amounts of
Recognized
Liabilities

Net
Amount of
Liabilities
Presented
in the
Financial
Statements

Financial
Instruments

Cash
Collateral
Pledged

Net
Amount

$900,000

$900,000

$882,000

N/A

$18,000

Master
Securities
Lending
Agreement
XYZ Bank
∗

∗∗

An alternative to presenting the information in the table above is to include
the description of the offsetting amounts in the footnotes without the use of the
table. Refer to chapter 7, "Financial Statements of Investment Companies," of
the AICPA Audit and Accounting Guide Investment Companies for examples of
such information presented in the footnotes.
For illustrative purposes, this table includes disclosures for only one year. Note
that comparative disclosures are required for this table.

K. Risks and Uncertainties
The plan invests in various investment securities. Investment securities are
exposed to various risks, such as interest rate, market, and credit risks. Due to
the level of risk associated with certain investment securities, it is at least reasonably possible that changes in the values of investment securities will occur
in the near term and that such changes could materially affect the amounts
reported in the statement of net assets available for benefits.
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Plan contributions are made, and the actuarial present value of accumulated
plan benefits are reported based on certain assumptions pertaining to interest
rates, inflation rates, and employee demographics, all of which are subject
to change. Due to uncertainties inherent in the estimations and assumptions
process, it is at least reasonably possible that changes in these estimates and
assumptions in the near term would be material to the financial statements.

L. Plan Amendment
Effective October 1, 20X2, the Plan was amended to implement a voluntary retirement window policy. This amendment provided the opportunity for eligible
participants to elect early retirement during the window period from October
27, 20X2 to December 10, 20X2. The early retirement benefit was equal to the
unrecorded accrued benefit at age 65, and participants could opt to receive this
benefit in a lump sum payment commencing on January 1, 20X3. The effect of
the amendment was an increase in the actuarial present value of accumulated
plan benefits of $2,410,000 for the year ended December 31, 20X2.13

M. Tax Status
The plan obtained its latest determination letter on June 30, 20XX, in which
the Internal Revenue Service states that the Plan, as then designed, was in
compliance with the applicable requirements of the IRC. The Plan has been
amended since receiving the determination letter. However, the plan administrator believes that the Plan is currently designed and being operated in
compliance with the applicable requirements of the IRC.
Accounting principles generally accepted in the United States of America require plan management to evaluate tax positions taken by the Plan and recognize a tax liability if the plan has taken an uncertain position that more
likely than not would not be sustained upon examination by the [identify the
taxing authority]. The Plan is subject to routine audits by taxing jurisdictions;
however, there are currently no audits for any tax periods in progress.

N. Related-Party and Party in Interest Transactions
Certain plan investments are shares of C&H Company common stock. The Plan
held 25,000 shares of C&H Company common stock at December 31, 20X2
and 20X1, valued at $690,000 and $880,000, respectively. During the years
ended December 31, 20X2 and 20X1, purchases of shares by the Plan totaled
$1,100,000 and $500,000, respectively, and sales of shares by the Plan totaled
$1,498,000 and $750,000, respectively. As described in Note B, the Plan paid
certain expenses related to plan operations and investment activity to various
service providers. These transactions are party in interest transactions under
ERISA.

O. 401 (h) Account
The Plan includes a medical-benefit component in addition to the normal retirement benefits to fund a portion of the postretirement obligations for retirees
and their beneficiaries in accordance with Section 401(h) of the IRC. A separate account has been established and maintained in the Plan for the net assets
related to the medical-benefit component [401(h) account]. In accordance with
IRC Section 401(h), the Plan's investments in the 401(h) account may not be
13
If beginning of year benefit information date is used, this amendment would be reflected in
the following year.
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used for, or diverted to, any purpose other than providing health benefits for
retirees and their beneficiaries. Any assets transferred to the 401(h) account
from the defined benefit pension plan in a qualified transfer of excess pension
plan assets (and any income allocable thereto) that are not used during the plan
year must be transferred out of the account to the pension plan. The related
obligations for health benefits are not included in this Plan's obligations in the
statement of accumulated plan benefits but are reflected as obligations in the
financial statements of the health and welfare benefit plan. Plan participants
do not contribute to the 401(h) account. Employer contributions or qualified
transfers to the 401(h) account are determined annually and are at the discretion of the plan sponsor. Certain of the Plan's net assets are restricted to fund
a portion of postretirement health benefits for retirees and their beneficiaries
in accordance with IRC Section 401(h).
Refer to note E for description of the valuation methodologies used.
Assets at Fair Value as of
December 31, 20X2
Level 1
U.S. government securities
Money market fund
Total assets at fair value

Level 2

Level 3

Total

—

$172,000

—

$172,000

900,000

—

—

$900,000

$900,000

$172,000

—

$1,072,000

Assets at Fair Value as of
December 31, 20X1
Level 1
U.S. government securities
Money market fund
Total assets at fair value

Level 2

Level 3

Total

—

$166,000

—

$166,000

800,000

—

—

$800,000

$800,000

$166,000

—

$966,000

P. Reconciliation of Financial Statements to Form 5500 14
The following is a reconciliation of net assets available for pension benefits per
the financial statements to the Form 5500:
December 31,
20X2

20X1

Net assets available for pension benefits per
the financial statements

$9,012,000

$8,146,000

Net assets held in 401(h) account included as
assets in Form 5500

1,072,000

966,000

$10,084,000

$9,112,000

Net assets available per the Form 5500

14
The reconciliation of amounts reported in the Plan's financial statements to amounts reported
in Form 5500 is required by the Employee Retirement Income Security Act of 1974.
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The net assets of the 401(h) account included in Form 5500 are not available
to pay pension benefits but can be used only to pay retiree health benefits.
The following is a reconciliation of the changes in net assets per the financial
statements to the Form 5500:
For the Year Ended December 31, 20X2
Amounts per
Financial
Statements
Net appreciation in fair value of
investments
Interest income
Employer contributions
Benefits paid to participants
Administrative expenses

401(h)
Account

$278,000

$10,800

Amounts
per Form
5500
$288,800

325,000

80,200

405,200

1,230,000

40,000

1,270,000

740,000

10,000

750,000

65,000

15,000

80,000

Q. Subsequent Events
Effective July 1, 20X3, the ABC plan was merged into the Plan. ABC plan's net
assets available for benefits and accumulated benefit obligations transferred to
the Plan amounted to approximately $1,750,000 and $2,125,000 respectively.
This merger will not affect the participant's pension benefits because the benefit
provisions of the merged plan will be incorporated into the Plan.
The Pension Protection Act of 2006 (PPA) as amended by the Worker, Retiree and Employer Recovery Act of 2008 (WRERA) imposes certain benefit
restrictions for qualified defined benefit plans that do not meet certain funding
thresholds. The "At-Risk" status is referred to as the Funding Target Attainment Percentage (FTAP). A plan's funded percentage is referred to as the
Adjusted Funding Target Attainment Percentage (AFTAP). The 20X2 AFTAP
for the Plan is XX.X percent. [Because the Plan's AFTAP equals or exceeds
80 percent, the Plan is not subject to any benefit restrictions.] [However, as a
result of the downturn in the market, the 20X3 AFTAP is less than 80 percent,
therefore, benefit restrictions may become effective April 1, 20X4. The restrictions also mean that plan amendments which would increase liabilities could
be prohibited as early as April 1, 20X4.] [Additional contributions of approximately XX have been estimated to be required during 20X3.] [The AFTAP will
be re-assessed in early 20X4 to determine if these restrictions will continue to
apply.]
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Appendix F

Illustrations of Financial Statements: Health
and Welfare Benefit Plans
This appendix is nonauthoritative and is included for informational purposes
only.
Note
This guide has been updated to include the following Accounting Standards
Updates (ASUs) issued by FASB whose provisions are not yet effective:

r
r

FASB ASU No. 2015-07, Fair Value Measurement (Topic 820): Disclosures for Investments in Certain Entities That Calculate Net Asset
Value per Share (or Its Equivalent) (a consensus of the FASB Emerging Issues Task Force)
FASB ASU No. 2015-12, Plan Accounting: Defined Benefit Pension
Plans (Topic 960), Defined Contribution Pension Plans (Topic 962),
Health and Welfare Benefit Plans (Topic 965): (Part I) Fully BenefitResponsive Investment Contracts, (Part II) Plan Investment Disclosures, (Part III) Measurement Date Practical Expedient (consensuses
of the FASB Emerging Issues Task Force). (Plans may early adopt
any of the three parts of this ASU individually, without early adopting the other parts but once a part is adopted it must be done so in
its entirety.)

Based on feedback from various sources, AICPA staff believe that many plans
will want to adopt FASB ASU No. 2015-07 and FASB ASU No. 2015-12 early
and therefore the financial statements have been updated to reflect these
standards.
For plans who are not early adopting these ASUs, the AICPA is continuing to offer the 2015 edition of the AICPA Audit and Accounting
Guide Employee Benefit Plans as a resource for users following the
requirements prior to the effective date of these ASUs.
See the section "Select Recent Developments" in the preface of this guide for
further discussion about these ASUs and their effective dates.
F.01 The appendix illustrates application of certain provisions of FASB
Accounting Standards Codification (ASC) 965, Plan Accounting—Health and
Welfare Benefit Plans, to the annual financial statements of the hypothetical
health and welfare benefit plan Allied Industries Health Care Benefit Plan.
F.02 Circumstances include the following:

r
r

Allied Industries Health Care Benefit Plan is a single employer
plan that displays the benefit obligation information in separate
financial statements.
The sponsor of the plan offers multiple individual health and welfare benefit programs that have been combined into a single plan
using a wrapper plan document.
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The plan has assets in an underlying voluntary employees' beneficiary association (VEBA) trust.
The plan is a defined benefit plan which incorporates a defined
contribution health reimbursement arrangement.
The plan pays some benefits directly from plan assets, and others
are paid from the general assets of the employer.
The plan obtains insurance for certain benefits and is self-insured
for other benefits.
It is assumed that the plan provides health benefits and life insurance coverage to both active and retired participants.
The plan provides postemployment benefits in the form of longterm disability benefits and provides limited coverage during periods of unemployment.
Retiree health benefits that are funded partially through a 401(h)
account in the plan sponsor's defined benefit pension plan (exhibits F-1–F-5).
Retirees contribute a portion of the cost for their medical coverage.
The plan records claims payments when paid by a third-party
claims processor.
Amounts due to claims processors that have not been reimbursed
by the plan are recorded as a payable to claims administrators in
the statements of net assets available for benefits.
The plan recorded claims when submitted to the plan by the claims
processor for reimbursement, and therefore the claims paid by
the claims processor prior to year-end that were not reimbursed
by the plan as of year-end are recorded as claims payable in the
statement of benefit obligations.
The plan does not have any level 3 investments and there were
no significant transfers between level 1 and level 2 investments
during the year ended December 31, 20X1.

F.03 In the initial year of adoption for FASB ASU No. 2015-07 and FASB
ASU No. 2015-12, the disclosures required by FASB ASC 250, Accounting
Changes and Error Corrections, relating to a newly issued FASB ASC update
would need to be included. Such disclosures have not been illustrated in this
example.
F.04 The example does not illustrate other provisions of FASB ASC 965,
as well as other FASB ASC topics, that might apply in circumstance other
than those assumed in this example. The formats and the wording of the accompanying notes are illustrative and are not necessarily the only possible
presentation.

Fair Value Disclosures
F.05 The information contained in the fair value disclosures is based
upon information specific to this illustration for Allied Industries Health Care
Benefit Plan as presented in exhibits F-1–F-5. The fair value disclosures are
not representative of all types of investment securities and do not represent
the classification for every instance of such investment securities. It should
not be assumed that the methodologies stated in this illustration are the only
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appropriate methodologies for these types of assets. As stated in FASB ASC
820-10-35-6A, the principle (or most advantageous) market (and thus, market
participants) should be considered from the perspective of the reporting entity,
thereby allowing for differences between and among entities with different
activities. Plan sponsors will have to evaluate the appropriate hierarchy level
for each type of investment security based upon the plan's portfolio and actual
fair valuation techniques used. "Pending Content" in FASB ASC 965-325-501 states that health and welfare benefit pension plans are exempt from the
requirements in FASB ASC 820-10-50-2B(a) to disaggregate assets by nature,
characteristic, and risks. The disclosures of information by classes of assets
required by FASB ASC 820-10-50 should be provided by general type of plan
assets consistent with "Pending Content" in FASB ASC 965-325-45-2.

Note
Illustrative descriptions of the valuation techniques and inputs used by the
plan to estimate fair value are specific to this example. For fair value measurements using significant other observable inputs (level 2) and significant
unobservable inputs (level 3), FASB ASC 820, Fair Value Measurement, requires a description of the valuation technique (or multiple techniques) used,
such as the market approach, income approach, or the cost approach, and the
inputs used in determining the fair values of each class of assets or liabilities. If there has been a change in the valuation technique(s), FASB ASC 820
requires disclosure of that change and the reason for making it. These disclosures should be specific to the particular valuation techniques and inputs
used by the entity for each general type of investment held.
The use of valuation techniques may differ by entity, but all valuation techniques should maximize the use of relevant observable inputs and minimize
the use of unobservable inputs in estimating an exit price in the current market For illustrations of fair value disclosures for various types of financial
instruments, it is recommended that users consult the illustrative financial
statements within appendixes C, D, and E of this guide, and the illustrations
in FASB ASC 820. Also see the table in paragraph F.07 for other resources.

Comparative Financial Statements and Supplemental
Information
F.06 The Employee Retirement Income Security Act of 1974 (ERISA)
requires a comparative statement of net assets available for benefits. ERISA
and Department of Labor (DOL) regulations require that certain information
be included in supplemental schedules, and reported on by the independent
auditor; this information is not required under accounting principles generally
accepted in the United States of America. See appendix A, "ERISA and Related
Regulations," for a further discussion of such ERISA and DOL requirements.
These illustrative financial statements do not include example supplemental
schedules.

Other Resources
F.07 The illustrative financial statement contained in this appendix is
only one example of how a health and welfare benefit plan financial statement
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may look. The following table contains other sources of investment-related
illustrations and disclosures that may provide additional guidance.
Source

Comments

FASB ASC 815,
Derivatives and
Hedging

FASB ASC 815 contains implementation guidance and
illustrations relating to derivatives and hedging.

FASB ASC 820,
Fair Value
Measurement

FASB ASC 820-10-55 contains implementation
guidance and illustrations relating to fair value
measurements.

AICPA Audit and
Accounting Guide
Investment
Companies

The AICPA Audit and Accounting Guide Investment
Companies contains illustrations with disclosures
relating to unique investments, such as short sales,
credit default swaps, futures, forwards, and derivatives.

F.08 In addition, Employee Benefit Plans—Best Practices in Presentation and Disclosure (formerly known as Accounting Trends & Techniques—
Employee Benefit Plans, 5th Edition), is intended to provide preparers and
auditors of employee benefit plan financial statements with a compilation of
illustrative financial statement disclosures based on actual examples.1

1
Additional resources that contain actual plan financial statements include EFAST2 located at
www.dol.gov.
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Exhibit F-1
Allied Industries Health Care Benefit Plan
Statements of Net Assets Available for Benefits
December 31, 20X1 and 20X0
20X1

20X0

$5,000,000

$4,000,000

1,072,000

966,000

125,000

100,000

Pharmacy rebate

60,000

50,000

Accrued interest

12,000

10,000

Total receivables

197,000

160,000

Assets
Investments, at fair value
Net assets held in defined benefit
plan—restricted for 401(h) account
Receivables
Participant contributions

Premium stabilization reserve
Total assets

350,000

400,000

6,619,000

5,526,000

250,000

240,000

25,000

25,000

275,000

265,000

$6,344,000

$5,261,000

Liabilities
Payable to claims administrators
Accrued expenses
Total liabilities
Net assets available for benefits

The accompanying notes are an integral part of the financial statements.
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Exhibit F-2
Allied Industries Health Care Benefit Plan
Statement of Changes in Net Assets Available for Benefits
Year Ended December 31, 20X1
20X1
Additions:
Contributions
Employer
Participants
Total contributions
Interest income
Net increase in 401(h) account
Total additions

$15,000,000
3,000,000
18,000,000
150,000
106,000
18,256,000

Deductions
Claims paid, net

16,723,000

Premiums paid

300,000

Administrative expenses

150,000

Total deductions
Net increase

17,173,000
1,083,000

Net assets available for benefits
Beginning of year
End of year

5,261,000
$ 6,344,000

The accompanying notes are an integral part of the financial
statements.
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Exhibit F-3
Allied Industries Health Care Benefit Plan
Statements of Benefit Obligations
December 31, 20X1 and 20X0
20X1

20X0

$2,700,000

$2,500,000

50,000

45,000

2,750,000

2,545,000

350,000

400,000

50,000

45,000

400,000

445,000

Current retirees

2,000,000

1,900,000

Other participants fully eligible for benefits

4,000,000

3,600,000

Participants not yet fully eligible for benefits

5,000,000

4,165,000

11,000,000

9,665,000

Amounts currently payable
Claims payable and claims incurred but not
reported
Premiums due to insurers

Postemployment benefit obligations, net of
amounts currently payable
Death and disability benefits for inactive
participants
COBRA benefits

Postretirement benefit obligations, net of
amounts currently payable

Total benefit obligations

$14,150,000 $12,655,000

The accompanying notes are an integral part of the financial statements.
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Exhibit F-4
Allied Industries Health Care Benefit Plan
Statement of Changes in Benefit Obligations
Year Ended December 31, 20X1
20X1
Amounts currently payable
Balance at beginning of year

$ 2,545,000

Claims and premiums incurred, including claims and
premiums reclassified from postemployment and
postretirement benefit obligations

17,228,000

Claims and insurance premiums paid
Balance at end of year

(17,023,000)
2,750,000

Postemployment benefit obligations, net of amounts
currently payable
Balance at beginning of year
Claims incurred
Claims reclassified to amounts currently payable
Interest
Other actuarial gains and losses
Balance at end of year

445,000
40,000
(96,000)
1,000
10,000
400,000

Postretirement benefit obligations, net of amounts
currently payable
Balance at beginning of year

9,665,000

Benefits earned

1,150,000

Claims and premiums reclassified to amounts currently
payable

(650,000)

Interest
Plan amendment

750,000
(175,000)

Changes in actuarial assumptions

150,000

Other actuarial gains and losses

110,000

Balance at end of year
Total benefit obligations at end of year

11,000,000
$ 14,150,000

The accompanying notes are an integral part of the financial statements.
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Exhibit F-5
Allied Industries Health Care Benefit Plan
Notes to Financial Statements

A. Description of Plan
The following description of the Allied Industries (Company) Health Care Benefit Plan (Plan) provides only general information about the Plan's provisions.
Participants should refer to the plan agreement for a complete description of
the Plan's provisions, copies of which may be obtained from the Plan sponsor.
General. The Plan provides health and other benefits to eligible employees
of the Company (with at least 1,000 hours of service each year) and covered
dependents. Retired employees are entitled to medical benefits if they have
attained at least age 62 and have at least 15 years of service with the Company.
Certain Plan assets are held in a voluntary employees' beneficiary association
(VEBA) trust. The Plan is subject to the provisions of the Employee Retirement
Security Act of 1974, as amended (ERISA).
Benefits. The Plan provides health benefits (medical, vision, dental, and prescription drugs), life insurance, short and long-term disability benefits, and
accidental death and dismemberment benefits. Retired employees are entitled
to similar health benefits (in excess of Medicare coverage). The Plan also provides continuation of certain benefits upon termination of employment through
the Consolidated Omnibus Budget Reconciliation Act (COBRA).
Insured Benefits. The Plan offers one health maintenance organization (HMO)
that participants can choose. The Plan fully insures the life insurance benefits
(basic, supplemental, and dependent), accidental death and disability benefits (basic, supplemental, and spousal), and long-term disability benefits. The
Company purchases annual insurance contracts for these insured benefits. Premiums for basic life insurance and basic accidental death and dismemberment
insurance programs are paid to the insurance company from the general assets of the Company. Premiums for all other insured benefits are paid from the
assets of the VEBA trust.
Experience-rated Contracts. Certain insurance contracts are subject to
experience-rating adjustments. Experience ratings (calculated as the difference between premiums paid and the total of claims paid and fees charged
by the insurance company) are determined by the insurance company in the
following year and may result in a premium surplus or deficit.
Stop Loss Coverage. The Plan has entered into a stop-loss insurance arrangement in an effort to limit its exposure for self-insured benefits (individual participant claims over a specific dollar amount, as well as its aggregate exposure
for all claims).
Self-insured Benefits. All other Plan benefits are self-insured. The claims for
self-insured benefits (other than short-term disability) are processed by the
Plan's third-party claims processors under administrative services only (ASO)
arrangements. The claims processors pay claims directly to or on behalf of
participants and are then reimbursed by either the Plan's VEBA trust, the
401(h) account (see "401(h) Account" section that follows) or the general assets
of the Company. Despite the Plan's utilization of third-party claim's processors,
ultimate responsibility for payments to providers and participants is retained
by the Plan.
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The Plan utilizes a pharmacy benefit manager (PBM) which periodically makes
refunds to the Plan based on the Plan's actual utilization pattern of specific
drugs.
The Plan has a health reimbursement arrangement (HRA) that is funded solely
through Company contributions. The HRA allows eligible participants to be
reimbursed tax free for qualified medical expenses subject to a specified ceiling.
Amounts remaining at the end of the year can generally be carried over to the
next year. The employer is not permitted to refund any part of the balance to the
employee; the account cannot be used for anything other than reimbursements
for qualified medical expenses; and remaining amounts are not portable upon
termination once the employee leaves the employer.
401(h) Account. The Plan includes a health and welfare component, in addition
to normal retirement benefits, to fund a portion of the postretirement obligations for retirees and their beneficiaries in accordance with Section 401(h) of
the Internal Revenue Code (IRC). A separate account has been established and
maintained in the Allied Industries Defined Benefit Plan for the net assets
related to the medical benefit component (the 401(h) account). In accordance
with IRC Section 401(h), the plan's investments in the 401(h) account may not
be used for, or diverted to, any purpose other than providing health benefits
for retirees and their beneficiaries. The related obligations for health benefits
are not included in the Allied Industries Defined Benefit Plan obligations, but
are reported as obligations in the accompanying financial statements of the
Plan.
Contributions. In addition to deductibles and copayments, participants contribute specified amounts based on applicable monthly premiums for their
respective benefit elections. Participants pay the full cost of supplemental and
dependent life insurance and supplemental accidental death and dismemberment insurance programs based on the current group rate premium cost. The
Company pays the full cost of basic life insurance, basic accidental death and
dismemberment insurance, and stop loss insurance. The costs of the postretirement benefit plan are shared by the Company and retirees. Retiree contribution
rates are as follows:

Participants Retiring

20X1 Retiree
Contribution

20X0 Retiree
Contribution

(1) Pre-1995

(1) None

(1) None

(2) 1995–20X1

(2) Retirees contribute
20% of estimated cost of
providing their
postretirement benefits

(2) Retirees contribute
20% of estimated cost of
providing their
postretirement benefits

(3) 20X1 and after

(3) Retirees pay 100% of
estimated cost of
providing their
postretirement benefits

(3) Retirees pay 100% of
estimated cost of
providing their
postretirement benefits

The Company makes contributions to the Plan as needed to fund claims in
excess of participants' contributions. Any deficiency of the Plan's net assets
over benefit obligations is funded by the Company on a pay-as-you-go basis.
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B. Summary of Accounting Policies
1. Basis of Accounting and Use of Estimates. The accompanying financial statements have been prepared using the accrual basis of
accounting. The preparation of financial statements in accordance
with accounting principles generally accepted in the United States
of America (GAAP) requires management to make estimates and
assumptions that affect the reported amounts of assets, liabilities,
benefit obligations and changes therein, and disclosure of contingent assets and liabilities. Actual results could differ from those
estimates.
2. Payment of Benefits. Premiums paid by either the Company or the
VEBA trust are recorded as premium payments in the accompanying statement of changes in net assets available for benefits.
Claim payments are recorded when paid by the third-party claims
processor. Amounts due to claims processors that have yet to be
reimbursed by the Plan are recorded as payable to claims administrators in the accompanying statements of net assets available
for benefits. Short-term disability payments are processed through
the Company's payroll system and paid from the general assets
of the Company. These payments are recorded as claims paid in
the accompanying statement of changes in net assets available for
benefits.
3. Experience-rated Contracts. For experience-rated contracts, premium surpluses are recorded as a receivable from the insurance
company. To the extent that premium surpluses are attributable
to premiums paid by the Company, a payable to the Company is
also recorded for surplus amounts attributable to Company-paid
coverage.
If the insurance company requires payment of additional premiums
due to a premium deficit, an obligation for the additional premiums
is included in benefit obligations. If the deficit relates to Companypaid coverage, a receivable from the Company is also recorded.
Periodically, a premium deficit is due related to participant-funded
coverage, but the trust is unable to pay the entire amount. In this
case, the Company pays the difference to the insurance company
and a receivable from the Company is recorded.
4. Premium Stabilization Reserve. The Plan is required to maintain a
premium stabilization reserve with an insurance company, which
can be drawn against to reduce future premium payments when
premiums paid to the insurance company exceed the total of claims
paid and other charges. The premium stabilization reserve has
been included as an asset of the Plan until such amounts are used to
pay premiums. The reserve is nonforfeitable should the insurance
contract terminate.
5. Stop Loss. Premiums for stop loss insurance are included in premium payments in the accompanying statement of changes in net
assets available for benefits. Stop loss refunds totaling $XXX have
been netted with claims paid in the accompanying statement of
changes in net assets.
6. Refunds. Refunds due from the Plan's PBM are recorded when
earned. Refunds due as of the financial statement date have been
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reported as a receivable, with the offset being netted against claims
paid. Pharmacy rebates totaling $225,000 have been netted with
claims paid in the accompanying statement of changes in net assets
available for benefits for the year ended December 31, 20X1.
7. Medicare Subsidy. The Plan's postretirement benefit obligation
does not reflect an amount associated with the Medicare subsidy
allowed under the Medicare Prescription Drug Improvement and
Modernization Act of 2003 because the Plan is not directly entitled
to the Medicare subsidy. The Company has included the effects
of the Medicare subsidy in measuring its postretirement benefit
obligation; therefore, the Plan's postretirement benefit obligation
differs from that of the Company.
8. Health Reimbursement Arrangement. Included in the accompanying statements of net assets are amounts available to reimburse
participants for qualifying medical expenses as of December 31,
20X1 and 20X0, totaling $48,000 and $41,000, respectively. Claims
incurred before plan year-end that were submitted after year-end
(but before the date defined by the plan agreement) totaled $40,000
and $37,000 relating to 20X1 and 20X0, respectively. Forfeited
amounts were used by the Company to offset Company contributions in the year forfeited.
9. Investment Valuation and Income Recognition. Investments are reported at fair value. Fair value is the price that would be received
to sell an asset or paid to transfer a liability in an orderly transaction between market participants at the measurement date. The
Company's Treasury Group determines the Plan's valuation policies and procedures and reports to the Plan's Board of Trustees.
See note F for discussion of fair value measurements.
Purchases and sales of securities are recorded on a trade-date basis.
Interest income is recorded on the accrual basis.
10. Subsequent Events. Management has evaluated subsequent events
for the Plan through [insert date], the date the financial statements
were available to be issued.

C. Postretirement and Postemployment Benefit Obligations
A postretirement benefit obligation has been recognized for retiree medical
benefits for eligible participants and their dependents upon retirement. In addition, a postemployment benefit obligation has been recognized for health and
welfare benefits for individuals currently on long-term disability or COBRA.
These benefit obligations represent the actuarial present value of the cost of
those estimated future benefits that are attributed by the terms of the Plan to
employee service rendered to the date of the financial statements, reduced by
the actuarial present value of contributions expected to be received in the future
from current retirees of the Plan. The obligations represent the amounts that
are expected to be funded by contributions from the Company and from existing assets of the Plan. Postretirement benefits include future benefits expected
to be paid to or for (a) currently retired or terminated employees and their
beneficiaries and dependents, and (b) active employees and their beneficiaries
and dependents after retirement from service with the Company.
The actuarial present value of the expected postretirement benefit obligation
is determined by an actuary and is the amount that results from applying
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actuarial assumptions to historical claims-cost data to estimate future annual
incurred claims costs per participant and to adjust such estimates for the time
value of money (through discounts for interest) and the probability of payment
(by means of decrements, such as those for death, disability, withdrawal, or
retirement) between the valuation date and the expected date of payment.
The obligation for COBRA benefits is estimated by an actuary based on the
actual number of employees utilizing COBRA benefits as of the measurement
date and claim payment history and includes an estimate for claims incurred
by COBRA participants that have not been reported. Long-term disability obligations are estimated by an actuary based on reserve reports prepared from
historical long-term disability benefits data.
For measurement purposes, a 9.5 percent weighted-average annual rate of
increase in the average per capita cost of covered health care benefits was
assumed for 20X2; the rate was assumed to decrease gradually to 8.0 percent for
20X7 and to remain at that level thereafter. These assumptions are consistent
with those used to measure the benefit obligation at December 31, 20X1.
The weighted-average health care cost trend rate assumption has a significant
effect on the amounts reported as postretirement benefit obligations. If the
assumed rates increased by 1 percentage point in each year, it would increase
the obligation as of December 31, 20X1 and 20X0, by $2,600,000 and $2,500,000,
respectively.
The following were other significant assumptions used to determine the postretirement and postemployment benefit obligations as of December 31, 20X1 and
20X0.
Weighted-average
discount rate

8.0%—20X1; 8.25%—20X0

Average retirement age
rates

Various rates ranging from 10% at age 62 to
100% at age 65

Mortality and disability

[identify mortality and disability assumptions
used]

In 20X1, the plan was amended to increase the deductible under major medical coverage from $100 to $300 and to extend dental coverage to employees
retiring after December 31, 20X2. The foregoing assumptions are based on the
presumption that the Plan will continue. Were the Plan to terminate, different
actuarial assumptions and other factors might be applicable in determining
the actuarial present value of the benefit obligations.

D. Claims Incurred but not Reported
Plan obligations at December 31 for claims incurred but not reported are estimated by the Plan's actuary in accordance with accepted actuarial principles
based on claims data provided by the Plan's third-party claims administrators.
These amounts are paid by the Plan only if claims are submitted and approved
for payment.

E. Certified Investments
[include note related to certified investments when plan administrator elects the
limited-scope audit engagement]
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The plan administrator has elected the method of compliance permitted by 29
CFR 2520.103-8 of the Department of Labor's Rules and Regulations for Reporting and Disclosure under ERISA. Investments held at December 31, 20X1
and 20X0, and investment income for the year ended December 31, 20X1, including investment information related to the 401(h) account (see notes A and
J), that is disclosed in the accompanying financial statements and supplemental schedules, was obtained or derived from information supplied to the plan
administrator and certified as complete and accurate by the trustee of the Plan.

F. Fair Value Measurements
The framework for measuring fair value provides a fair value hierarchy that
prioritizes the inputs to valuation techniques used to measure fair value. The
hierarchy gives the highest priority to unadjusted quoted prices in active markets for identical assets or liabilities (level 1) and the lowest priority to unobservable inputs (level 3). The three levels of the fair value hierarchy are
described as follows:
Level 1

Inputs to the valuation methodology are unadjusted quoted prices
for identical assets or liabilities in active markets that the Plan
has the ability to access.

Level 2

Inputs to the valuation methodology include

•
•
•
•

quoted prices for similar assets or liabilities in active
markets;
quoted prices for identical or similar assets or liabilities in
inactive markets;
inputs other than quoted prices that are observable for the
asset or liability;
inputs that are derived principally from or corroborated by
observable market data by correlation or other means.

If the asset or liability has a specified (contractual) term, the level
2 input must be observable for substantially the full term of the
asset or liability.
Level 3

Inputs to the valuation methodology are unobservable and
significant to the fair value measurement.

The asset or liability's fair value measurement level within the fair value
hierarchy is based on the lowest level of any input that is significant to the
fair value measurement. Valuation techniques maximize the use of relevant
observable inputs and minimize the use of unobservable inputs.
Following is a description of the valuation methodologies used for assets measured at fair value. There have been no changes in the methodologies used at
December 31, 20X1 and 20X0.
Money market fund: Valued at the daily closing price as reported by
the fund. The money market fund is an open-end mutual fund that is
registered with the Securities and Exchange Commission. This fund
is required to publish its daily net asset value (NAV) and to transact
at that price. The money market fund is deemed to be actively traded.
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The following table sets forth by level, within the fair value hierarchy, the
Plan's assets at fair value as of December 31, 20X1 and 20X0:
Assets at Fair Value as of
December 31, 20X1
Level 1

Level 2

Level 3

Total

Money market fund

$5,000,000

$0

$0

$5,000,000

Total assets at fair
value

$5,000,000

$0

$0

$5,000,000

Assets at Fair Value as of
December 31, 20X0
Level 1

Level 2

Level 3

Total

Money market fund

$4,000,000

$0

$0

$4,000,000

Total assets at fair
value

$4,000,000

$0

$0

$4,000,000

G. Administrative Expenses
The Plan pays administrative expenses that consist primarily of administrative
fees paid to third-party claims administrators, the trustee, and actuary. These
expenses are reported on the statement of changes in net assets available for
benefits as administrative expenses. All other administrative expenses, such
as professional fees, are paid by the Company on behalf of the Plan.

H. Tax Status
The VEBA trust funding certain benefits of the Plan received an exemption
letter from the IRS dated September 15, 199X, stating that the trust is taxexempt under the provisions of Section 501(c)9 of the IRC. However, as a result
of the Plan's funding policy, from time to time the trust may be subject to
income taxes. No federal or state income taxes have been recorded in 20X1 for
unrelated business taxable income.
In addition, the Plan and the trust are required to operate in conformity with
the IRC to maintain the tax-exempt status of the trust. The plan administrator
believes that the Plan is being operated in compliance with the applicable
requirements of the IRC and, therefore, believes that the related trust is taxexempt.
Accounting principles generally accepted in the United States of America require plan management to evaluate tax positions taken by the Plan and recognize a tax liability (or asset) if it has taken an uncertain position that more
likely than not would not be sustained upon examination by the [identify the
taxing authority]. The Plan is subject to routine audits by taxing jurisdictions;
however, there are currently no audits for any tax periods in progress.
Note
Although tax-exempt health and welfare benefit plans are not generally subject to taxation, certain activities of the plan may be taxable. A VEBA is
subject to unrelated business income tax (UBIT) to the extent that assets
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exceed certain account limits for health, disability, life, supplemental unemployment, and severance benefits. Additionally, unrelated business taxable
income (UBTI) of a tax-exempt entity is subject to taxation. For health and
welfare benefit plans, UBTI may be generated from certain plan investment
types (for example, nonleveraged investments, which may generate UBTI,
include partnerships, real estate partnerships or other real estate trust that
are not real estate investment trusts (REITs), loans or mortgages, and options
to buy or sell securities, such as short sales or repurchase agreements).
If a plan has material unrelated business income tax expense, it should be
presented separately on the statement of changes in net assets available for
benefits.

I. Termination of the Plan
Although it has not expressed any intention to do so, the Company has the right
under the Plan to modify the benefits provided to, and contributions required
of, participants to discontinue its contributions at any time and to terminate
the Plan subject to the provisions of ERISA. In the event of termination of
the Plan, remaining assets will be applied in a uniform and nondiscriminatory
manner toward the provision of benefits for or on account of the participants.
No assets of the Plan may revert to the Company or be used for purposes other
than for the exclusive benefit of the Plan's participants.

J. 401(H) Account
A portion of the Plan's obligations are funded through contributions to the
Allied Industries Defined Benefit Plan in accordance with IRC Section 401(h).
The following table presents the components of the net assets available for such
obligations and the related changes in net assets available.
Net Assets Available for Postretirement
Health and Welfare Benefits in 401(h) Account
December 31,
20X1

20X0

Investments at fair value:
U.S. government securities
Money market fund

$ 140,000

$ 150,000

900,000

800,000

1,040,000

950,000

Cash

20,000

10,000

Employer's contribution receivable2

20,000

15,000

7,000

6,000

1,087,000

981,000

(15,000)

(15,000)

$ 1,072,000

$ 966,000

Accrued interest
Total assets
Accrued administrative expenses
Net assets available for benefits

2

A receivable from the employer must meet the requirements of FASB ASC 960-310-25-2.
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Changes in Net Assets in 401(h) Account
For the Year
Ended December
31, 20X1
Net appreciation in fair value of investments

$ 10,800

Interest

80,200

Employer contributions

40,000

Health and welfare benefits paid to retirees

(10,000)

Administrative expenses

(15,000)

Net increase in net assets available for benefits

$ 106,000

Following is a description of the valuation methodologies used for assets measured at fair value. There have been no changes in the methodologies used at
December 31, 20X1 and 20X0.
U.S. government securities: Valued by a third-party pricing source that
incorporates market observable data such as reported sales of similar
securities, broker quotes and reference data.
Money market fund: Valued at the daily closing price as reported by the
fund. The money market fund held in the 401(h) account is an openend mutual fund that is registered with the Securities and Exchange
Commission. This fund is required to publish its daily NAV and to
transact at that price. The money market fund held by the 401(h)
account is deemed to be actively traded.
Note
For purposes of this hypothetical illustration, the assets of 401(h) account
are classified within level 1 and level 2 of the fair value hierarchy. Note that
this is not representative of all 401(h) accounts. Accordingly, other 401(h)
accounts may hold assets that are also classified within levels 2 and 3 of the
fair value hierarchy. Presentation in the notes to the financial statements
should be made accordingly.
The following table sets forth by level, within the fair value hierarchy, the
assets held in the 401(h) account at fair value as of December 31, 20X1 and
20X0:
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Assets at Fair Value as of
December 31, 20X1
Level 1
U.S. government
securities

Level 2

Level 3

Total

$—

$140,000

$—

$140,000

Money market fund

900,000

—

—

$900,000

Total assets at fair
value

$900,000

140,000

—

$1,040,000

Assets at Fair Value as of
December 31, 20X0
Level 1
U.S. government
securities

Level 2

Level 3

Total

$—

$150,000

$—

$150,000

Money market fund

800,000

—

—

$800,000

Total assets at fair
value

$800,000

$150,000

—

$950,000

K. Reconciliation of Financial Statements to Form 5500
The following is a reconciliation of net assets available for benefits per the
financial statements to the Form 5500:
December 31,
20X1
Net assets available for benefits per the financial
statements

20X0

$6,344,000

$5,261,000

Net assets held in defined benefit plan restricted
for 401(h) account

(1,072,000)

(966,000)

Benefit obligations currently payable

(2,750,000)

(2,545,000)

Net assets available for benefits per the Form
5500

$2,522,000

$1,750,000

The following is a reconciliation of claims paid per the financial statements to
the Form 5500:
Year ended
December 31, 20X1
Claims paid per the financial statements

$16,723,000

Add: Amounts currently payable at December 31, 20X1

2,700,000

Less: Amounts currently payable at December 31, 20X0

(2,500,000)

Claims paid per the Form 5500

$16,923,000

The following is a reconciliation of premiums paid per the financial statements
to the Form 5500:
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Year ended
December 31, 20X1
Premiums paid per the financial statements

$300,000

Add: Amounts currently payable at December 31, 20X1

50,000

Less: Amounts currently payable at December 31, 20X0

(45,000)

Premiums paid per the Form 5500

$305,000

The following is a reconciliation of total additions paid per the financial statements to the Form 5500:
Year ended
December 31, 20X1
Total additions per the financial statements
Less: Net increase in 401(h) account
Total additions per the Form 5500

$18,256,000
(106,000)
$18,150,000

Claims and premiums that have been processed and approved for payment at
year-end, but not paid and claims incurred but not reported are not considered
liabilities under GAAP and, therefore, are not presented as liabilities or claims
and premiums paid in the accompanying financial statements, but are recorded
on the Form 5500 as a liability.
The net assets and related activity of the 401(h) account included in the financial statements are not included in the Form 5500 because the assets are held
by the Allied Industries Defined Benefit Plan.

L. Related-Party Transactions
Certain Plan assets were invested in a common trust fund managed by the
custodian of the Plan. As described in Notes A and G, the Plan has several
arrangements with service providers. These transactions are party in interest
transaction under ERISA.

M. Risks and Uncertainties
The plan invests in various investment securities. Investment securities are
exposed to various risks, such as interest rate, market, and credit risks. Due to
the level of risk associated with certain investment securities, it is at least reasonably possible that changes in the values of investment securities will occur
in the near term and that such changes could materially affect the amounts
reported in the statement of net assets available for benefits.
The actuarial present value of benefit obligations is reported based on certain
assumptions pertaining to interest rates, health care inflation rates, and employee demographics, all of which are subject to change. Due to uncertainties
inherent in the estimations and assumptions process, it is at least reasonably
possible that changes in these estimates and assumptions in the near term
would be material to the financial statements.
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Appendix G

Consideration of Fraud in a Financial
Statement Audit
This appendix is nonauthoritative and is included for informational purposes
only.
G.01 In accordance with paragraph .24 of AU-C section 240, Consideration
of Fraud in a Financial Statement Audit (AICPA, Professional Standards), the
auditor should evaluate whether the information obtained from the risk assessment procedures and related activities performed indicates that one or more
fraud risk factors are present. Fraud risk factors are events or conditions that
indicate an incentive or pressure to perpetrate fraud, provide an opportunity
to commit fraud, or indicate attitudes or rationalizations to justify a fraudulent
action. Although fraud risk factors may not necessarily indicate the existence
of fraud, they have often been present in circumstances in which frauds have
occurred and, therefore, may indicate risks of material misstatement due to
fraud. See chapter 3, "Audit Risk Assessment," for a discussion on the consideration of fraud in employee benefit plan audits.
G.02 Fraud risk factors cannot easily be ranked in order of importance.
The significance of fraud risk factors varies widely. Some of these factors will be
present in entities in which specific conditions do not present risks of material
misstatement. Accordingly, the determination of whether a fraud risk factor is
present and is to be considered in assessing the risks of material misstatement
of the financial statements due to fraud requires the exercise of professional
judgment.
G.03 Examples of fraud risk factors related to fraudulent financial reporting and misappropriation of assets are presented in appendix A, "Examples of
Fraud Risk Factors," of AU-C section 240. Those risk factors are classified
based on the three conditions that are generally present when fraud exists and
relate to all entities:
a. An incentive or pressure to commit fraud
b. A perceived opportunity to commit fraud
c. An ability to rationalize the fraudulent action
G.04 The purpose of this appendix is to provide examples of fraud risk
factors specific to employee benefit plans and other conditions that may indicate
the presence of a material misstatement due to fraud. Remember that fraud
risk factors are only one of several sources of information to consider when
identifying and assessing the risk of material misstatement due to fraud.
G.05 The fraud risk factors in this appendix should be used to supplement,
but not replace, the example risk factors included in appendix A of AU-C section
240. (It is a companion to, but not a substitute for, the guidance in generally
accepted auditing standards.)
G.06 Paragraphs .28 and .30 of AU-C section 240 state that, in accordance
with AU-C section 330, Performing Audit Procedures in Response to Assessed
Risks and Evaluating the Audit (AICPA, Professional Standards), the auditor
should determine overall responses to address the assessed risks of material
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misstatement due to fraud at the financial statement level. The auditor should
design and perform further audit procedures whose nature, timing, and extent
are responsive to the assessed risks of material misstatement due to fraud at
the assertion level. To help auditors develop more effective audit programs,
this appendix also contains example audit procedures that may be performed
in response to specifically identified risks. Like the fraud risk factors and conditions, those procedures supplement the responses already described in AU-C
section 240.
G.07 Two types of intentional misstatements are relevant to the auditor: misstatements resulting from fraudulent financial reporting and misstatements resulting from misappropriation of assets. For each of these types of
fraud, the risk factors are further classified based on the three conditions generally present when material misstatements due to fraud occur: incentives or
pressures, opportunities, and attitudes and rationalizations. Although the risk
factors cover a broad range of situations, they are only examples; accordingly,
the auditor may identify additional or different risk factors. Also, the order of
the examples of risk factors provided is not intended to reflect their relative
importance or frequency of occurrence. The following list should be used in
conjunction with AU-C section 240 because not every example risk factor in
AU-C section 240 has been tailored, interpreted, or reprinted here, and some
of the example risk factors not reprinted may be applicable to the engagement.

Part 1—Fraudulent Financial Reporting
G.08 An auditor's interest specifically relates to fraudulent acts that cause
a material misstatement of financial statements. As noted in paragraph G.02,
some of the following factors and conditions will be present in entities in which
the specific conditions do not present a risk of material misstatement. Accordingly, the determination of whether a fraud risk factor is present and is to
be considered in assessing the risks of material misstatement of the financial
statements due to fraud requires the exercise of professional judgment. Also,
specific controls may exist that mitigate the risk of material misstatement due
to fraud, even though risk factors or conditions are present. When identifying
risk factors and other conditions, auditors should assess whether those risk factors and conditions, individually and in combination, present a risk of material
misstatement of the financial statements.
A. Incentives or Pressures
1. Financial stability or profitability is threatened by economic, industry, or entity operating conditions, such as (or as indicated by)
the following:
a. Significant declines in customer demand and increasing
business failures exist in either the industry or economy
in which the entity operates:
i. The plan sponsor is in an industry that is declining in stability, which could lead to difficulties in
meeting financial commitments to the plan, including contributions, debt repayments, or both
(defined benefit plan, leveraged employee stock
ownership plan, or self-insured health and welfare plan).
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b. The plan holds employer securities, and the employer is in
an industry in which the value of the securities is subject
to significant volatility or is valued using unobservable
inputs.
c. The plan sponsor or plan is restructuring (for example,
layoffs, spin-offs, plan merger, business combinations, and
bankruptcy).
d. There is a severely deteriorating financial condition or a
threat of regulatory intervention to the plan.
e. The plan has limited investment options, or the plan has
invested significantly in employer securities or other employer assets (for example, real estate).
2. Excessive pressure exists for management to meet the requirements or expectations of third parties due to the following:
a. Senior management of the plan sponsor appoints itself
trustee of the plan and uses that position to benefit the
plan sponsor (for example, uses the plan's money for speculative investing or to support the employer through buying employer assets or leasing plan assets at below market
rates).
B. Opportunities
1. The nature of the industry or the entity's operations provides opportunities to engage in fraudulent financial reporting that can
arise from the following:
a. Significant related party transactions not in the ordinary
course of business or with related entities are not audited
or audited by another firm:
i. Indications of significant or unusual party in interest transactions not in the ordinary course of
operations
ii. Excessive or unusual transactions or prohibited
party in interest transactions with the plan sponsor, plan management, or administrator
2. Internal control components are deficient as a result of the following:
a. Inadequate monitoring of controls, including automated
controls and controls over interim financial reporting
(such as quarterly trustee statements) such as the following:
i. Failure by management to have adequate valuations performed, including actuarial valuations
and valuations of real estate partnerships and
plan assets valued using unobservable inputs.
ii. The plan administrator lacks an understanding of
the major regulations that govern the plans (that
is, the Employee Retirement Income Security Act
of 1974 [ERISA] and the Internal Revenue Code
[IRC]).
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b. Unusually high levels of participant complaints and corrections to account balances or plan records
c. Lack of qualified service provider or change in service
provider
d. Unusually high levels of manual processes or inadequate
review of plan transactions
C. Attitudes or Rationalizations
Paragraph .A30 of AU-C section 240 states that risk factors reflective of an attitude that permits rationalization of fraudulent actions may not be susceptible
to observation by the auditor. Nevertheless, the auditor may become aware
of the existence of such information. For example, auditors may become aware
of the following information that may indicate a risk factor:
1. Management is displaying a significant disregard for regulatory
authorities as follows:
a. Management is displaying a significant disregard toward
compliance with ERISA and IRC and Department of Labor
(DOL) regulations.
b. The plan administrator or trustees have been investigated
by the DOL or IRS for fiduciary violations in operating the
plan.
2. There is a lack of management candor in dealing with plan participants, claimants, actuaries, and auditors regarding decisions
that could have an effect on plan assets, including restructuring or
downsizing arrangements.
3. The plan has participated in a voluntary compliance program in
conjunction with the IRS or DOL. (Such participation could be an
indication of ineffective management of the plan or controls over
the plan.)
4. The named fiduciary is not actively involved in the plan's activities.
5. There is a high level of plan participant complaints.
6. There is an overreliance on third-party service organizations, lack
of monitoring of third-party service organizations, and lack of review of outsourced plan operations.
D. Auditor Responses
In addition to the specific responses, that is, misstatement resulting from fraudulent financial reporting in appendix B, "Examples of Possible Audit Procedures to Address the Assessed Risks of Material Misstatement Due to Fraud,"
of AU-C section 240, an auditor in an employee benefit plan audit engagement
may want to consider the following responses:

r

Investment results. Obtain the requisite investment information
directly from the plan trustee, asset custodian, or insurance company, and obtain the same information from the party named
as having discretion to make investment decisions, such as the
plan administrator, the plan's investment committee, or the plan's
investment adviser (the directing party), and review and reconcile the directing party's reports (investment position and activity) with those of the trustee, asset custodian, or insurance
company.
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Claim reserves. Confirm with third parties the historical and statistical information that is being used to prepare the reserves. Review the qualifications of the individuals preparing the reserves.
Parties in interest. Apply the following procedures to fully understand a party in interest transaction:1
— Confirm transaction amount and terms, including guarantees and other significant data, with the other party or
parties to the transaction.
— Inspect contracts and evidence in possession of the other
party(ies) to the transaction.
— Confirm or discuss significant information with intermediaries, such as banks, guarantors, agents, or attorneys,
to obtain a better understanding of the transaction.
— Refer to financial publications, trade journals, credit
agencies, and other information sources when it is believed that unfamiliar customers, suppliers, or other
business enterprises with which material amounts of
business have been transacted may lack substance.

r

— With respect to material uncollected balances, guarantees, and other obligations, obtain information about the
financial capability of the other party(ies) to the transaction. Such information may be obtained from audited
financial statements, unaudited financial statements, income tax returns, and reports issued by regulatory agencies, taxing authorities, financial publications, or credit
agencies. Determine the degree of assurance required
and the extent to which available information provides
such assurance.
For single employer plans, obtain the most recent financial statements of the plan sponsor and review for indicators of financial
difficulties. For multiemployer plans, obtain an understanding of
the industry.

Part 2—Misappropriation of Assets
G.09 Risk factors that relate to misstatements arising from misappropriation of assets are also classified according to the three conditions generally
present when fraud exists: incentives or pressures, opportunities, and attitudes
and rationalizations. Some of the risk factors related to misstatements arising
from fraudulent financial reporting also may be present when misstatements
arising from misappropriation of assets occur. For example, ineffective monitoring of management and other deficiencies in internal control that are not
effective may be present when misstatements due to either fraudulent financial reporting or misappropriation of assets exist. In addition to the general
list contained in appendix A of AU-C section 240, the following are examples of
risk factors related to misstatements arising from misappropriation of assets
specific to employee benefit plans:

1
See chapter 2, "Planning and General Auditing Considerations," for a discussion on related
parties and party in interest transactions
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A. Opportunities
1. Inadequate internal control over assets may increase the susceptibility of misappropriation of those assets. For example, misappropriation of assets may occur because of the following:
a. Inadequate segregation of duties related to benefit payments, contributions, deferral changes, payment of administrative expenses, investment transactions, and loans or
independent checks
i. Independent records of the plan not maintained
to enable the plan administrator to periodically
check the information to the plan's trustee, asset
custodian, or insurance company
b. Inadequate management oversight of employees responsible for assets
i. Lack of review of investment transactions by
trustees, sponsors, or investment committees
ii. Lack of independent preparation and review of
reconciliations of trust assets to participant accounts or accounting records of the plan
c. Inadequate system of authorization and approval of transactions
i. Insufficient approval over transactions with parties in interest that could lead to prohibited transactions
d. Lack of timely and appropriate documentation of transactions (for example, plan amendments or returned checks)
i. Trustee not preparing required supplemental information (for example, historical cost records not
maintained)
e. Lack of controls surrounding benefit payments, including
the termination of payments in accordance with plan provisions
f. Lack of appropriate segregation of plan assets from the
sponsor's assets or inappropriate access to plan assets by
plan sponsor
g. AT section 801, Reporting on Controls at a Service Organization (AICPA, Professional Standards), SOC 1 report
indicates a lack of controls at a service provider.
h. Use of service provider that does not provide a SOC 1
report
i. Unreconciled differences between net assets available for
benefits per the trustee asset custodian or insurance company records and the recordkeeping amounts for a defined
contribution plan (unallocated assets or liabilities)
B. Auditor Responses
In addition to the specific responses, that is, misstatement due to misappropriation of assets in appendix B of AU-C section 240, an auditor in an employee
benefit plan audit engagement may want to consider the following responses:
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Review reconciliations of the assets held by the trust with participant records throughout the year. Review any reconciling adjustments for propriety.
Review the account activity for participants who have access to
plan assets or assist in administering the plan.
The auditor may have concluded that a risk of material misstatement exists with regard to a lack of a qualified institution acting
as trustee or custodian, or both, for plan assets. In these instances,
physically inspect assets and examine other evidence relating to
ownership. In addition, the fair value of investments should be
tested by reference to market quotations or other evidence of fair
value in accordance with AU-C section 540, Auditing Accounting Estimates, Including Fair Value Accounting Estimates, and
Related Disclosures (AICPA, Professional Standards), and AU-C
section 501, Audit Evidence—Specific Considerations for Selected
Items (AICPA, Professional Standards).
The auditor may have concluded that a risk of material misstatement exists with regard to unreconciled differences between net
assets available for benefits per the trustee asset custodian or insurance company records and the recordkeeping amounts for a
defined contribution plan. If the trustee or custodian records are
higher than the recordkeeping totals (excluding accrual adjustments), an unallocated asset exists that should be allocated to
participant accounts. If the trustee or custodian records are lower
than the recordkeeping totals (excluding accrual adjustments),
plan assets may have been misappropriated, requiring further investigation by the auditor (for example, reconciliation of monthly
trustee or custodian activity to the recordkeeper).
The auditor may have concluded that a risk of material misstatement exists with regard to remittance of employee contributions
for a defined contribution plan with a sponsor experiencing cash
flow problems. In this instance, the auditor may perform a reconciliation of the total employee contributions per the payroll register to the recordkeeping report for the year. In addition, the auditor may select certain pay periods to test for the timely remittance
of employee contributions, in accordance with regulations.
The auditor may have concluded that a risk of material misstatement exists with regard to expenses being paid by an overfunded
defined benefit plan on behalf of an underfunded plan. In this
instance, the auditor might select expense amounts paid by the
overfunded plan and trace them to specific invoices, noting that
the expense pertained to the proper plan. Alternatively, the auditors could also ask to review expense invoices pertaining to the
underfunded plan paid by the entity to make sure the overfunded
plan did not pay them.
Review the timeliness of contributions from the plan sponsor
throughout the year.
Compare cancelled checks with disbursement records. When benefits are paid by check disbursements, compare the signature on
the canceled check with participant signatures on other employee
documents.
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Confirm benefit payments with participants or beneficiaries.
Confirm medical bills directly with service providers.
Review plan expenses to determine that the plan is not paying for
expenses the employer should be paying for.

Part 3—Fraud Examples
G.10 Listed subsequently are actual instances of fraudulent activity on
employee benefit plan engagements. They are presented to help auditors become better acquainted with fraudulent activities. Although none of these particular examples resulted in a material misstatement of the financial statements, similar fraudulent activity at other benefit plans may cause a material
misstatement of the financial statements, depending on the circumstances:

r

r

r

A pension plan notifies participants who have reached the age of
701 /2 that they must, under law, take their distributions from the
plan. An employee of the entity is responsible for notifying the participants and providing distribution forms. The completed forms
are provided to a supervisor for approval and submitted to the insurance company for payment. For all participants reaching the
age of 701 /2 , the employee decides to forge the distribution forms
and not notify the participants of the distributions. The forged
forms are provided to the supervisor, who approves them, and the
insurance company is directed to make lump sum distributions via
wire transfers into an account set up with the employee's name
as a relative for the beneficiary. The fraud continues for several
months until a participant notifies the supervisor that he would
like to receive his distribution, and the supervisor notices that a
lump sum was already distributed.
A long-time employee at an entity is responsible for reporting
loan repayments (for loans not paid off by automatic payroll deduction) to the recordkeeper by providing copies of the face of the
repayment checks to the recordkeeper. The employee is also a
participant in the plan and currently has a $20,000 loan from her
account. The employee decides to take a second loan but, under
plan provisions, cannot do it until her first loan is paid off. The
employee makes out a check to pay off the $20,000 loan from her
personal account and provides a copy of the check to the recordkeeper. A second loan of $25,000 is taken out for the employee.
However, the first loan is never paid off because the employee
never deposits the $20,000 check into the plan. Cash reconciliations continually show immaterial unreconciled items that are not
followed up timely, and the fraud is not discovered for months.
An entity has two defined benefit plans: one is overfunded, and
one is underfunded. In past years, administrative expenses were
paid from each plan's assets; however, this year, the entity decides
it will pay the expenses for the underfunded plan. The overfunded
plan continues to pay its own expenses. Due to an administrative
error, the overfunded plan ends up paying the expenses for both
plans. When management discovers this fact, a decision was made
to reimburse the plan that paid the expenses because it is fully
funded.
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Continuation of pension benefits to a deceased participant. A participant dies but his relatives or other persons do not report his
death in order to continue receiving his pension checks.
A health and welfare supervisor submits phony claims using the
names of the plan participants who share his last name. The
checks are diverted to the supervisor before they can be mailed to
the plan participant in question.
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Guidance Updates
This appendix is nonauthoritative and is included for informational purposes
only.

This appendix contains additional information on applicable guidance
updates presented throughout the chapters of this guide, specifically
guidance issued through the "as of" date of this guide that is not yet
effective. Readers should consider this information for the reporting
period to which it applies.

Accounting and Reporting Updates
H.01 FASB ASU No. 2014-15
Accounting and Reporting: Going Concern [Update 2-1,
paragraphs 5.111, 6.129, and 7.165]
Continuation of an entity as a going concern is presumed as the basis for
financial reporting unless and until the entity's liquidation becomes imminent
(see paragraphs 5.106–.110, 6.120–.128, and 7.149–.156 for a discussion of
liquidation basis of accounting). FASB Accounting Standards Update (ASU)
No. 2014-15, Presentation of Financial Statements—Going Concern (Subtopic
205-40): Disclosure of Uncertainties about an Entity's Ability to Continue as
a Going Concern, issued in August 2014, requires management to evaluate
whether there are conditions or events, considered in the aggregate, that raise
substantial doubt about an entity's ability to continue as a going concern within
one year after the date that the financial statements are issued or available to
be issued, and to provide for related disclosures in the notes to the financial
statements.
Ordinarily, conditions or events that raise substantial doubt about an entity's
ability to continue as a going concern relate to the entity's ability to meet its
obligation as they become due. Management's evaluation should be based on
relevant conditions and events that are known and reasonably knowable at the
date that the financial statements are issued.
"Pending Content" in FASB Accounting Standards Codification 205-40-50-4
states that the evaluation initially should not take into consideration the potential mitigating effect of management's plans that have not been fully implemented as of the date that the financial statements are issued. In accordance
with "Pending Content" in FASB ASC 205-40-50-6, when management identifies conditions or events that raise substantial doubt about an entity's ability
to continue as a going concern, management should evaluate whether its plans
that are intended to mitigate those conditions or events, when implemented,
will alleviate substantial doubt about the entity's ability to continue as a going
concern.
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"Pending Content" in FASB ASC 205-40-50-7, states that the mitigating effect of management's plans should be considered in evaluating whether the
substantial doubt is alleviated only to the extent that information available
as of the date that the financial statements are issued indicates both of the
following:

r
r

It is probable that the management's plans will be effectively
implemented within one year after the date that the financial
statements are issued.
It is probable that the management's plans, when implemented,
will mitigate the relevant conditions or events that raise substantial doubt about the entity's ability to continue as a going concern
within one year after the date that the financial statements are
issued.

"Pending Content" in FASB ASC 205-40-50-11 states that a plan to meet an
entity's obligations as they become due through liquidation (as defined in FASB
ASC 205-30 on the liquidation basis of accounting) should not be considered
as part of management's plans in evaluating whether substantial doubt is
alleviated even if liquidation is probably of occurring.
"Pending Content" in FASB ASC 205-40-50-12, states that if, after considering
management's plans, substantial doubt about an entity's ability to continue
as a going concern is alleviated as a result of consideration of management's
plans, an entity should disclose information that enables users of the financial
statements to understand all of the following (or refer to similar information
disclosed elsewhere in the notes to the financial statements):
a. Principal conditions or events that raised substantial doubt about
the entity's ability to continue as a going concern (before consideration of management's plans)
b. Management's evaluation of the significance of those conditions or
events in relation to the entity's ability to meet its obligations
c. Management's plans that alleviated substantial doubt about the
entity's ability to continue as a going concern
"Pending Content" in FASB ASC 205-40-50-13, states that if, after considering
management's plans, substantial doubt about an entity's ability to continue
as a going concern is not alleviated, the entity should include a statement
in the notes to the financial statements indicating that there is substantial
doubt about the entity's ability to continue as a going concern within one year
after the date that the financial statements are issued. Additionally, the entity
should disclose information that enables users of the financial statements to
understand all of the following:
a. Principal conditions or events that raise substantial doubt about
the entity's ability to continue as a going concern
b. Management's evaluation of the significance of those conditions or
events in relation to the entity's ability to meet its obligations
c. Management's plans that are intended to mitigate the conditions
or events that raise substantial doubt about the entity's ability to
continue as a going concern
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Effective Date
The amendments in this ASU are effective for the annual period ending after December 15, 2016, and for annual and interim periods thereafter. Early
application is permitted.
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Appendix I

Schedule of Changes Made to the
Text From the Previous Edition
This appendix is nonauthoritative and is included for informational purposes
only.
As of January 1, 2016
This schedule of changes identifies areas in the text and footnotes of this guide
that have changed since the previous edition. Entries in the following table
reflect current numbering, lettering (including that in appendix names), and
character designations that resulted from the renumbering or reordering that
occurred in the updating of this guide.
Reference

Change

General

Information related to standards issued but not yet
effective on or before the "as of" date of this guide
has been placed in shaded "Guidance Update"
boxes, with a reference to appendix H, "Guidance
Updates." See appendix H for more information.

General

Editorial changes, including rephrasing, may have
been made in this guide to improve readability
where necessary.

General

Information related to employee stock ownership
plans has been removed from chapters and
included in the new chapter 5B, "Employee Stock
Ownership Plans."

Preface

Updated.

Paragraphs 1.01, 1.04,
and 1.06–.07

Revised for changes in industry practice or
developments that are not related to an issuance of
authoritative guidance.

Paragraph 1.09

Revised for changes in industry practice or
developments that are not related to an issuance of
authoritative guidance; former footnote 6 deleted.

Heading before
paragraph 1.10,
paragraph 1.10

Added for changes in industry practice or
developments that are not related to an issuance of
authoritative guidance.

Paragraphs 1.27, 2.36,
2.95, and 2.98

Revised for changes in industry practice or
developments that are not related to an issuance of
authoritative guidance.

Paragraph 2.104

Revised for the passage of time.

Paragraph 2.105

Revised for the issuance of PCAOB Auditing
Standard No. 18, Related Parties.
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Reference

Change

Paragraph 2.140

Revised for changes in industry practice or
developments that are not related to an issuance of
authoritative guidance.

Paragraph 3.32

Revised for the issuance of FASB Accounting
Standards Update (ASU) No. 2015-12, Plan
Accounting: Defined Benefit Pension Plans (Topic
960), Defined Contribution Pension Plans (962),
Health and Welfare Benefit Plans (Topic 965): (Part
1) Fully Benefit-Responsive Investment Contracts,
(Part II) Plan Investment Disclosures, (Part III)
Measurement Date Practical Expedient
(consensuses of the FASB Emerging Issues Task
Force) (Part I).

Paragraph 5.13

Revised to reflect the issuance of FASB ASU No.
2015-12 (Part I).

Former paragraph 5.14

Deleted to reflect the issuance of FASB ASU No.
2015-12 (Part I).

Paragraph 5.15

Revised for the issuance of FASB ASU No. 2015-12
(Part I).

Paragraph 5.20

Revised for the issuance of FASB ASU No. 2015-12
(Part I); revised for the passage of time.

Paragraph 5.21

Added to reflect the issuance of FASB ASU No.
2015-12 (Part III).

Former paragraph 5.26

Deleted to reflect the issuance of FASB ASU No.
2015-12 (Part II).

Paragraph 5.26

Revised for the issuance of FASB ASU No. 2015-12
(Part I).

Paragraph 5.27

Revised for changes in industry practice or
developments that are not related to an issuance of
authoritative guidance.

Paragraph 5.29

Added to reflect the issuance of FASB ASU No.
2015-12 (Part II).

Former paragraph 5.30

Deleted to reflect the issuance of FASB ASU No.
2015-12 (Part II).

Paragraphs 5.30–.31

Revised for the issuance of FASB ASU No. 2015-12
(Part II).

Paragraph 5.38

Added to reflect the issuance of FASB ASU No.
2015-12 (Part I).

Former paragraphs
5.39–.41

Deleted for the issuance of FASB ASU No. 2015-12
(Part I).

Paragraphs 5.39–.40

Revised for the issuance of FASB ASU No. 2015-12
(Part I).
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Paragraph 5.42

Added to reflect the issuance of FASB ASU No.
2015-12 (Part I).

Paragraphs 5.45–.46
and 5.48

Revised for the issuance of FASB ASU No. 2015-12
(Part I).

Paragraph 5.51

Revised for changes in industry practice or
developments that are not related to an issuance of
authoritative guidance.

Paragraph 5.64

Revised for the issuance of FASB ASU No.
2015-14, Revenue from Contracts with Customers
(Topic 606): Deferral of the Effective Date.

Paragraph 5.69

Revised for the issuance of FASB ASU No. 2015-12
(Part II).

Paragraph 5.77

Revised for the issuance of FASB ASU No. 2015-12
(Parts I, II, and III).

Paragraph 5.86

Revised for the issuance of FASB ASU No. 2015-12
(Parts I, and II).

Paragraph 5.87

Revised for the issuance of FASB ASU No. 2015-12
(Part I).

Paragraph 5.88

Revised for the issuance of FASB ASU No. 2015-12
(Part II).

Paragraph 5.89

Revised for the issuance of FASB ASU No. 2015-12
(Part I).

Paragraphs 5.106–.107
and 5.109–.110

Revised for the passage of time.

Former paragraphs
5.151–.153

Revised for the issuance of FASB ASU No. 2015-12
(Part I).

Paragraphs 5.200,
5.203–.207, and 5.210

Revised for changes in industry practice or
developments that are not related to an issuance of
authoritative guidance.

Paragraph 5.217

Revised for the issuance of FASB ASU No. 2015-12
(Part I).

Paragraphs 5.222 and
5.227

Revised for the issuance of FASB ASU No. 2015-12
(Part II).

Paragraphs 5.241–.242
and 5.261

Revised for changes in industry practice or
developments that are not related to an issuance of
authoritative guidance.

Paragraph 6.22

Added for the issuance of FASB ASU No. 2015-12
(Part III).

Paragraph 6.37

Revised for the issuance of FASB ASU No. 2015-12
(Part II).
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Reference

Change

Former paragraphs
6.37–.38

Deleted for the issuance of FASB ASU No. 2015-12
(Part II).

Former footnote 4 in
paragraph 6.44

Deleted for the passage of time.

Paragraph 6.68

Revised for the issuance of FASB ASU No. 2015-14.

Paragraph 6.72

Revised for the issuance of FASB ASU No. 2015-12
(Part II).

Paragraph 6.73

Added for the issuance of FASB ASU No. 2015-12
(Part II).

Paragraph 6.91

Revised for the passage of time.

Paragraph 6.95

Revised for the issuance of FASB ASU No. 2015-12
(Part II).

Paragraph 6.96

Revised for the issuance of FASB ASU No. 2015-12
(Part I).

Paragraph 6.106

Revised for the issuance of FASB ASU No. 2015-12
(Part II).

Footnote 8 in paragraph
6.108

Revised for the issuance of FASB ASU No.
2014-03, Derivatives and Hedging (Topic 815):
Accounting for Certain Receive-Variable, Pay-Fixed
Interest Rate Swaps—Simplified Hedge Accounting
Approach (a consensus of the Private Company
Council).

Paragraphs 6.120–.122,
6.124–.125, and 6.128

Revised for the passage of time.

Paragraphs 6.131,
Revised for changes in industry practice or
6.134–.137, 6.145, 6.158, developments that are not related to an issuance of
6.160, and 6.176–.177
authoritative guidance.
Paragraph 6.194 and
footnote 5 in paragraph
7.27

Revised for the passage of time.

Paragraph 7.32

Revised for the issuance of FASB ASU No. 2015-12
(Part II).

Former paragraph 7.33

Deleted for the issuance of FASB ASU No. 2015-12
(Part II).

Paragraph 7.36

Revised for the passage of time.

Paragraph 7.39

Added for the issuance of FASB ASU No. 2015-12
(Part III).

Paragraph 7.40

Revised for the issuance of FASB ASU No. 2015-12
(Part I); footnote 9 revised for the passage of time.
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Paragraph 7.43

Revised for changes in industry practice or
developments that are not related to an issuance of
authoritative guidance.

Paragraph 7.49

Revised for the issuance of FASB ASU No. 2015-12
(Part I).

Paragraph 7.54

Revised for the issuance of FASB ASU No. 2015-12
(Part II).

Former paragraph 7.55

Deleted for the issuance of FASB ASU No. 2015-12
(Part II).

Paragraph 7.58

Revised for the issuance of FASB ASU No. 2015-12
(Part II).

Paragraph 7.72

Revised for the issuance of FASB ASU No. 2015-14.

Paragraphs 7.75 and
7.127

Revised for the issuance of FASB ASU No. 2015-12
(Part II).

Paragraphs 7.128–.129

Added for the issuance of FASB ASU No. 2015-12
(Part III).

Paragraph 7.130

Revised for the issuance of FASB ASU No. 2015-12
(Part I).

Paragraph 7.133

Revised for changes in industry practice or
developments that are not related to an issuance of
authoritative guidance.

Footnote 28 in
paragraph 7.139

Revised for the issuance of FASB ASU No. 2014-03.

Paragraphs 7.149,
7.151–.153, and
7.155–.156

Revised for the passage of time.

Paragraphs 7.167 and
7.170–.173

Revised for changes in industry practice or
developments that are not related to an issuance of
authoritative guidance.

Paragraph 7.181

Revised for the issuance of FASB ASU No. 2015-12
(Part I).

Paragraphs 7.206,
7.209, 8.03, and 8.06

Revised for changes in industry practice or
developments that are not related to an issuance of
authoritative guidance.

Paragraphs 8.15, 8.25,
8.31, and 8.33–.34

Revised for the issuance of FASB ASU No. 2015-12
(Part II).

Paragraph 8.35

Revised for the issuance of FASB ASU No. 2015-12
(Part I).

Paragraph 8.36

Revised for the issuance of FASB ASU No. 2015-12
(Part II).
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Change

Former paragraphs
8.36–.37

Deleted for the issuance of FASB ASU No. 2015-12
(Part II).

Paragraphs 8.37, 8.44,
8.46–.47, and 8.49

Revised for the issuance of FASB ASU No. 2015-12
(Part II).

Paragraph 8.89 and
footnote 10

Revised for the issuance of FASB ASU No. 2014-03.
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The following terms can be found in the FASB Accounting Standards Codification (ASC) glossary:
accumulated eligibility credits. Plan participants may qualify for a benefit
in which eligibility credits or hours accumulate and result in the plan
covering payment of insurance premiums or benefits for a period of time
for those participants who have accumulated a sufficient number of such
credits or hours to be eligible for the credits. Eligible participants are
provided with insurance coverage during periods of unemployment, when
employer contributions to the plan would not otherwise provide coverage
or benefits. The accumulated eligibility credits are sometimes referred to
as bank of hours.
accumulated plan benefits. Future benefit payments that are attributable
under the provisions of a pension plan to employees' service rendered to
the benefit information date. Accumulated plan benefits comprise benefits
expected to be paid to any of the following: (a) retired or terminated employees or their beneficiaries, (b) beneficiaries of deceased employees, and
(c) present employees or their beneficiaries.
actuarial asset value. A value assigned by an actuary to the assets of a plan
generally for use in conjunction with an actuarial cost method.
actuarial cost method. A recognized actuarial technique used for establishing the amount and incidence of employer contributions or accounting
charges for pension cost under a pension plan.
actuarial present value of accumulated plan benefits. The amount as of a
benefit information date that results from applying actuarial assumptions
to the accumulated plan benefits, with the actuarial assumptions being
used to adjust those amounts to reflect the time value of money (through
discounts for interest) and the probability of payment (by means of decrements such as for death, disability, withdrawal, or retirement) between
the benefit information date and the expected date of payment.
administrative service arrangement. In an administrative service arrangement, the plan retains the full obligation for plan benefits. The plan may
engage an insurance entity or other third party to act as the plan administrator. The administrator makes all benefit payments, charges the plan
for those payments, and collects a fee for the services provided.
allocated contract. A contract with an insurance entity under which payments to the insurance entity are currently used to purchase immediate
or deferred annuities for individual participants. See annuity contract.
annuity contract. A contract in which an insurance entity unconditionally undertakes a legal obligation to provide specified pension benefits to specific
individuals in return for a fixed consideration or premium. An annuity
contract is irrevocable and involves the transfer of significant risk from
the employer to the insurance entity. Annuity contracts are also called
allocated contracts.
benefit information. The actuarial present value of accumulated plan benefits.
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benefit information date. The date as of which the actuarial present value
of accumulated plan benefits is presented.
benefit-responsive investment contract. A contract between an insurance
entity, a bank, a financial institution, or any financially responsible entity
and a plan that provides for a stated return on principal invested over a
specified period and that permits withdrawals at contract value for benefit payments, loans, or transfers to other investment options offered to
the participant by the plan. Participant withdrawals from the plan are
required to be at contract value.
benefit security. The plan's present and future ability to pay benefits when
due.
benefits. The monetary or in-kind benefits or benefit coverage to which participants may be entitled under a pension plan or other postretirement benefit
plan, including health care benefits, life insurance, legal, educational, and
advisory services, pension benefits, disability benefits, death benefits, and
benefits due to termination of employment.
contract value. The value of an unallocated contract that is determined by
the insurance entity in accordance with the terms of the contract.
contract value of a fully benefit-responsive investment contract. The
contract value of a fully benefit-responsive investment contract held by
a defined contribution health and welfare benefit plan is the amount a
participant would receive if he or she were to initiate transactions under
the terms of the ongoing plan.
contributions receivable. Amounts due, as of the date of the financial statements, to the plan from employers, participants, and other sources of funding (for example, state subsidies or federal grants). They include amounts
due pursuant to firm commitments, as well as legal or contractual requirements.
contributory plan. A plan under which retirees or active employees contribute part of the cost. In some contributory plans, retirees or active employees wishing to be covered must contribute, in other contributory plans,
participants' contributions result in increased benefits.
defined benefit pension plan. A pension plan that defines an amount of
pension benefit to be provided, usually as a function of one or more factors
such as age, years of service, or compensation. Any pension plan that is
not a defined contribution pension plan is a defined benefit pension plan.
defined contribution plan. A plan that provides an individual account for
each participant and provides benefits that are based on all of the following:
(a) amounts contributed to the participant's account by the employer or
employee, (b) investment experience, and (c) any forfeitures allocated to
the account, less any administrative expenses charged to the plan.
employee (definition 1). A person who has rendered or is presently rendering
service.
employee (definition 2). An individual over whom the grantor of a sharebased compensation award exercises or has the right to exercise sufficient
control to establish an employer-employee relationship based on common
law as illustrated in case law and currently under U.S. IRS Revenue Ruling
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87-41. A reporting entity based in a foreign jurisdiction would determine
whether an employee-employer relationship exists based on the pertinent
laws of that jurisdiction. Accordingly, a grantee meets the definition of an
employee if the grantor consistently represents that individual to be an
employee under common law. The definition of an employee for payroll tax
purposes under the U.S. Internal Revenue Code (IRC) includes common
law employees. Accordingly, a grantor that classifies a grantee potentially
subject to U.S. payroll taxes as an employee also must represent that
individual as an employee for payroll tax purposes (unless the grantee is
a leased employee as described subsequently). A grantee does not meet
the definition of an employee solely because the grantor represents that
individual as an employee for some, but not all, purposes. For example,
a requirement or decision to classify a grantee as an employee for U.S.
payroll tax purposes does not, by itself, indicate that the grantee is an
employee because the grantee also must be an employee of the grantor
under common law.
A leased individual is deemed to be an employee of the lessee if all of the
following requirements are met:
a. the leased individual qualifies as a common law employee of the
lessee, and the lessor is contractually required to remit payroll
taxes on the compensation paid to the leased individual for the
services provided to the lessee;
b. the lessor and lessee agree in writing to all of the following conditions related to the leased individual:
i. the lessee has the exclusive right to grant stock compensation to the individual for the employee service to the
lessee;
ii. the lessee has a right to hire, fire, and control the activities
of the individual. (The lessor also may have that right.);
iii. the lessee has the exclusive right to determine the economic value of the services performed by the individual
(including wages and the number of units and value of
stock compensation granted);
iv. the individual has the ability to participate in the lessee's
employee benefit plans, if any, on the same basis as other
comparable employees of the lessee; and
v. the lessee agrees to and remits to the lessor funds sufficient to cover the complete compensation, including all
payroll taxes, of the individual on or before a contractually
agreed upon date or dates.
A nonemployee director does not satisfy this definition of employee. Nevertheless, nonemployee directors acting in their role as members of a board
of directors are treated as employees if those directors were elected by the
employer's shareholders or appointed to a board position that will be filled
by shareholder election when the existing term expires. However, that
requirement applies only to awards granted to nonemployee directors for
their services as directors. Awards granted to those individuals for other
services shall be accounted for as awards to nonemployees.
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employee stock ownership plan. An employee stock ownership plan is an
employee benefit plan that is described by the Employee Retirement Income Security Act of 1974 and the Internal Revenue Code of 1986 as a
stock bonus plan, or combination stock bonus and money purchase pension plan, designed to invest primarily in employer stock. Also called an
employee share ownership plan.
fair value (definition 1). The amount at which an asset (or liability) could be
bought (or incurred) or sold (or settled) in a current transaction between
willing parties, that is, other than in a forced or liquidation sale.
fair value (definition 2). The price that would be received to sell an asset
or paid to transfer a liability in an orderly transaction between market
participants at the measurement date.
fully insured experience-rated arrangement. In a fully insured
experience-rated arrangement, specified benefits are paid by the insurance
entity that assumes all the financial risk. Contract experience is monitored
by the insurance entity. Contract experience may or may not include the
experience of other similar contract holders. To the extent that benefits
incurred plus risk charges and administration costs are less than premiums paid, the related plan is entitled to an experience-rating refund or
dividend. If the total of benefits incurred, risk charges, and administrative
costs exceeds premiums, the accumulated loss is generally borne by the
insurance entity but may be carried over to future periods until it has been
recovered. The related plan often has no obligation to continue coverage
or to reimburse the carrier for any accumulated loss, although there are
certain types of contracts that require additional payments by the plan.
fully insured pooled arrangement. In a fully insured pooled arrangement,
specified benefits are covered by the insurance entity. The insurance entity
pools the experience of the plan with that of other similar businesses and
assumes the financial risk of adverse experience. In such an arrangement,
a plan generally has no obligation for benefits covered by the arrangement
other than the payment of premiums due to the insurance entity.
funding agency. An organization or individual, such as a specific corporate
or individual trustee or an insurance entity, that provides facilities for
the accumulation of assets to be used for paying benefits under a pension
plan; an organization, such as a specific life insurance entity, that provides
facilities for the purchase of such benefits.
funding policy. The program regarding the amounts and timing of contributions by the employers, plan participants, and any other sources (for
example, state subsidies or federal grants) to provide the benefits a pension plan or other postretirement benefit plan specifies.
general account (definition 1). An undivided fund maintained by an insurance entity that commingles plan assets with other assets of the insurance
entity for investment purposes. That is, funds held by an insurance entity
that are not maintained in a separate account are in its general account.
general account (definition 2). All operations of an insurance entity that
are not reported in the separate account(s).
health and welfare benefit plan. Health and welfare benefit plans include
plans that provide the following:
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a. any of the following benefits:
i. medical, dental, visual, psychiatric, or long-term health
care;
ii. life insurance (offered separately from a pension plan);
iii. certain severance benefits;
iv. accidental death or dismemberment benefits;
b. benefits for unemployment, disability, vacations, or holidays;
c. other benefits such as apprenticeships, tuition assistance, day care,
dependent care, housing subsidies, or legal services.
insurance contract. A contract in which an insurance entity unconditionally undertakes a legal obligation to provide specified benefits to specific
individuals in return for a fixed consideration or premium. An insurance
contract is irrevocable and involves the transfer of significant risk from
the employer (or the plan) to the insurance entity.
investment fund option. An investment alternative provided to a participant
in a defined contribution plan. The alternatives are usually pooled fund
vehicles, such as any of the following: (a) registered investment companies
(meaning, mutual funds); (b) commingled funds of banks; or (c) insurance
entity pooled separate accounts providing varying kinds of investments, for
example, equity funds and fixed income funds. The participant may select
from among the various available alternatives and periodically change
that selection.
minimum premium plan arrangement. In a minimum premium plan arrangement, specified benefits are paid by the insurance entity. The insurance contract establishes a dollar limit, or trigger point. All claims paid by
the insurance entity below the trigger point are reimbursed by the plan to
the insurance entity. The insurance entity is not reimbursed for benefits
incurred that exceed the trigger point. This type of funding arrangement
requires the plan to fund the full claims experience up to the trigger point.
Minimum premium plan arrangements may have characteristics of both
self-funded and fully insured experience-rated arrangements.
multiemployer plan. A pension or postretirement benefit plan to which two
or more unrelated employers contribute, usually pursuant to one or more
collective-bargaining agreements. A characteristic of multiemployer plans
is that assets contributed by one participating employer may be used to
provide benefits to employees of other participating employers since assets
contributed by an employer are not segregated in a separate account or
restricted to provide benefits only to employees of that employer. A multiemployer plan is usually administered by a board of trustees composed
of management and labor representatives and may also be referred to as
a joint trust or union plan. Generally, many employers participate in a
multiemployer plan, and an employer may participate in more than one
plan. The employers participating in multiemployer plans usually have a
common industry bond, but for some plans the employers are in different
industries and the labor union may be their only common bond. Some multiemployer plans do not involve a union. For example, local chapters of a
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not-for-profit entity may participate in a plan established by the related
national organization.
multiple-employer plan. A pension plan or other postretirement benefit plan
maintained by more than one employer but not treated as a multiemployer
plan. Multiple-employer plans are generally not collectively bargained and
are intended to allow participating employers, commonly in the same industry, to pool their assets for investment purposes and reduce the costs
of plan administration. A multiple-employer plan maintains separate accounts for each employer so that contributions provide benefits only for employees of the contributing employer. Multiple-employer plans may have
features that allow participating employers to have different benefit formulas, with the employer's contributions to the plan based on the benefit
formula selected by the employer.
net asset information. Information regarding the net assets available for
benefits.
net assets available for benefits. The difference between a plan's assets
and its liabilities. For purposes of this definition, a plan's liabilities do not
include participants' accumulated plan benefits.
noncontributory plan. A pension or other postretirement benefit plan under
which participants do not make contributions.
nonvested benefit information. The actuarial present value of nonvested
accumulated plan benefits.
participant. Any employee or former employee, or any member or former
member of a trade or other employee association, or the beneficiaries of
those individuals, for whom there are pension plan benefits or other accumulated plan benefits.
participating contract. An allocated contract that provides for plan participation in the investment performance and experience (for example,
mortality experience) of the insurance entity.
participation right. A purchaser's (plan's) right under a participating insurance contract to receive future dividends or retroactive rate credits from
the insurance entity.
pension benefits. Periodic (usually monthly) payments made pursuant to the
terms of the pension plan to a person who has retired from employment or
to that person's beneficiary.
pension fund. The assets of a pension plan held by a funding agency.
pension plan. See defined benefit pension plan.
plan. An arrangement that is mutually understood by an employer and its employees, whereby an employer undertakes to provide its employees with
benefits after they retire in exchange for their services over a specified
period of time, upon attaining a specified age while in service, or a combination of both. A plan may be written or it may be implied by a well-defined,
although perhaps unwritten, practice of paying postretirement benefits or
from oral representations made to current or former employees.
plan administrator. The person or group of persons responsible for the content and issuance of a plan's financial statements in much the same way
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that management is responsible for the content and issuance of a business
entity's financial statements.
plan assets (definition 1). Assets—usually stocks, bonds, and other investments (except certain insurance contracts as noted in FASB ASC paragraph 715-60-35- 109)—that have been segregated and restricted (usually
in a trust) to be used for postretirement benefits. The amount of plan assets
includes amounts contributed by the employer, and by plan participants
for a contributory plan, and amounts earned from investing the contributions, less benefits, income taxes, and other expenses incurred. Plan
assets ordinarily cannot be withdrawn by the employer except under certain circumstances when a plan has assets in excess of obligations and the
employer has taken certain steps to satisfy existing obligations. Securities
of the employer held by the plan are includable in plan assets provided
they are transferable. Assets not segregated in a trust, or otherwise effectively restricted, so that they cannot be used by the employer for other
purposes are not plan assets, even though the employer may intend that
those assets be used to provide postretirement benefits. Those assets shall
be accounted for in the same manner as other employer assets of a similar
nature and with similar restrictions. If a plan has liabilities other than for
benefits, those nonbenefit obligations are considered as reductions of plan
assets. Amounts accrued by the employer but not yet paid to the plan are
not plan assets. If a trust arrangement explicitly provides that segregated
assets are available to satisfy claims of creditors in bankruptcy, such a
provision would effectively permit those assets to be used for other purposes at the discretion of the employer. It is not necessary to determine
that a trust is bankruptcy-proof for the assets of the trust to qualify as
plan assets. However, assets held in a trust that explicitly provides that
such assets are available to the general creditors of the employer in the
event of the employer's bankruptcy would not qualify as plan assets.
plan assets (definition 2). Assets—usually stocks, bonds, and other investments—that have been segregated and restricted, usually in a trust, to
provide for pension benefits. The amount of plan assets includes amounts
contributed by the employer, and by employees for a contributory plan,
and amounts earned from investing the contributions, less benefits paid.
Plan assets ordinarily cannot be withdrawn by the employer except under
certain circumstances when a plan has assets in excess of obligations and
the employer has taken certain steps to satisfy existing obligations. Assets
not segregated in a trust or otherwise effectively restricted so that they
cannot be used by the employer for other purposes are not plan assets even
though it may be intended that such assets be used to provide pensions. If
a plan has liabilities other than for benefits, those nonbenefit obligations
may be considered as reductions of plan assets. Amounts accrued by the
employer but not yet paid to the plan are not plan assets. Securities of the
employer held by the plan are includable in plan assets provided they are
transferable.
plan curtailment. An event that significantly reduces the expected years of
future service of present employees or eliminates for a significant number
of employees the accrual of defined benefits for some or all of their future
services.
plan suspension. An event in which the pension plan is frozen and no further
benefits accrue. Future service may continue to be the basis for vesting
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of nonvested benefits existing at the date of suspension. The plan may
still hold assets, pay benefits already accrued, and receive additional employer contributions for any unfunded benefits. Employees may or may not
continue working for the employer.
plan termination. An event in which the pension plan or postretirement
benefit plan ceases to exist and all benefits are settled by the purchase of
insurance contracts (for example, annuities) or by other means. The plan
may or may not be replaced by another plan. A plan termination with a
replacement plan may or may not be in substance a plan termination for
accounting purposes.
postretirement benefits. All forms of benefits, other than retirement income,
provided by an employer to retirees. Those benefits may be defined in
terms of specified benefits, such as health care, tuition assistance, or legal
services, that are provided to retirees as the need for those benefits arises,
such as certain health care benefits, or they may be defined in terms of
monetary amounts that become payable on the occurrence of a specified
event, such as life insurance benefits.
reporting date. The date as of which information regarding the net assets
available for benefits is presented.
retired life fund. That portion of the funds under an immediate participation
guarantee contract that is designated as supporting benefit payments to
current retirees.
separate account. A special account established by an insurance entity solely
for the purpose of investing the assets of one or more plans. Funds in a
separate account are not commingled with other assets of the insurance
entity for investment purposes.
service. Employment taken into consideration under a pension plan. Years of
employment before the inception of a plan constitute an employee's past
service; years thereafter are classified in relation to the particular actuarial
valuation being made or discussed. Years of employment (including past
service) before the date of a particular valuation constitute prior service;
years of employment following the date of the valuation constitute future
service; a year of employment adjacent to the date of valuation, or in which
such date falls, constitutes current service.
single employer plan. A pension plan or other postretirement benefit plan
that is maintained by one employer. The term also may be used to describe
a plan that is maintained by related parties such as a parent and its
subsidiaries.
sponsor. In the case of a pension plan established or maintained by a single
employer, the employer; in the case of a plan established or maintained by
an employee entity, the employee entity; in the case of a plan established
or maintained jointly by two or more employers or by one or more employers and one or more employee entities, the association, committee, joint
board of trustees, or other group of representatives of the parties who have
established or that maintain the pension plan.
stop-loss arrangement. In a stop-loss insurance arrangement, a plan's obligation for any plan participant's claims may be limited to a fixed dollar amount, or the plan's total obligation may be limited to a maximum
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percentage (for example, 125 percent) of a preset expected claims level.
These arrangements are commonly used with administrative service arrangements. The insurance entity assumes the benefit obligation in excess
of the limit. Stop-loss insurance arrangements may have characteristics of
both self-funded and fully insured arrangements.
supplemental actuarial value. The amount assigned under the actuarial
cost method in use to years before a given date.
tax position. A position in a previously filed tax return or a position expected
to be taken in a future tax return that is reflected in measuring current or
deferred income tax assets and liabilities for interim or annual periods. A
tax position can result in a permanent reduction of income taxes payable,
a deferral of income taxes otherwise currently payable to future years, or
a change in the expected realizability of deferred tax assets. The term tax
position also encompasses, but is not limited to: (a) a decision not to file a
tax return; (b) an allocation or a shift of income between jurisdictions; (c)
the characterization of income or a decision to exclude reporting taxable
income in a tax return; (d) a decision to classify a transaction, entity, or
other position in a tax return as tax exempt; and (e) an entity's status,
including its status as a pass-through entity or a tax-exempt not-for-profit
entity.
unallocated contract. A contract with an insurance entity under which payments to the insurance entity are accumulated in an unallocated fund (not
allocated to specific plan participants) to be used either directly or through
the purchase of annuities to meet benefit payments when employees retire.
Funds held by the insurance entity under an unallocated contract may be
withdrawn and otherwise invested.
vested benefit information. The actuarial present value of vested accumulated plan benefits.
vested benefits. Benefits for which the employee's right to receive a present or
future pension benefit is no longer contingent on remaining in the service
of the employer. (Other conditions, such as inadequacy of the pension fund,
may prevent the employee from receiving the vested benefit.) Under graded
vesting, the initial vested right may be to receive in the future a stated
percentage of a pension based on the number of years of accumulated
credited service; thereafter, the percentage may increase with the number
of years of service or of age until the right to receive the entire benefit has
vested.
The following is a list of additional terms that have been used in this guide:
403(b) plan. A 403(b) plan is a retirement savings arrangement sponsored by
certain not-for-profit organizations (such as hospitals and private colleges)
and public schools. They are defined contribution plans with individual
salary deferral limits that are similar, but not identical to, 401(k) programs.
accrued experience-rating adjustments. The refund at the end of the policy
year of the excess of premiums paid over paid claims, reserves required by
the insurance entity, and the insurance entity's retention (fee).
act. The Employee Retirement Income Security Act of 1974.
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benefits. Payments to which participants may be entitled under an employee
benefit plan, including pension benefits, disability benefits, death benefits,
health benefits, and benefits due on termination of employment. (Defined
in the FASB ASC glossary, as presented in the first section of this glossary.)
cash balance plan. A defined benefit plan that maintains hypothetical accounts for participants. The employer credits participants' accounts with
a certain number of dollars each plan year and promises earnings at a
specified rate. Interest in the account balance is credited at a stated rate
which may be different from the plan's actual rate of return.
cash-or-deferred arrangement (Section 401[k] plan). A plan that may be
incorporated into a profit-sharing or stock bonus plan (a few pre-ERISA
money purchase pension plans also incorporate cash-or-deferred arrangements). Under such an arrangement, a participant is permitted to elect to
receive amounts in cash or have them contributed to the plan as employer
contributions on the participant's behalf.
CFR. Code of Federal Regulations.
COBRA. Continuation of benefits provided by health and welfare plans upon
termination of employment through the Consolidated Omnibus Budget
Reconciliation Act.
common or commingled trust. A trust for the collective investment and reinvestment of assets contributed from employee benefit plans maintained
by more than one employer or a controlled group of corporations that is
maintained by a bank, trust entity, or similar institution that is regulated, supervised, and subject to periodic examination by a state or federal
agency.
deposit administration contract (DA). A type of contract under which contributions are not currently applied to the purchase of single-payment
deferred annuities for individual participants. Payments to the insurance
entity that are intended to provide future benefits to present employees
are credited to an account. For investment purposes, the monies in the
account are commingled with other assets of the insurance entity. The
account is credited with interest at the rate specified in the contract; it is
charged with the purchase price of annuities when participants retire and
with any incidental benefits (death, disability, and withdrawal) disbursed
directly from the account.
directed trust. An arrangement in which the trustee acts as custodian of a
plan's investments and is responsible for collecting investment income and
handling trust asset transactions as directed by the party named as having
discretion to make investment decisions, such as the plan administrator,
the plan's investment committee, or the plan's investment adviser.
discretionary trust. An arrangement in which the trustee has discretionary
authority and control over investments and is authorized by the plan or
its investment committee to make investment decisions.
eligible compensation. Various aspects of compensation (for example, base
wages, overtime, and bonuses) as specified by the plan document that are
considered in the calculation of plan contributions for defined contributions
plans and in the determination of benefits in a defined benefit plan.
ERISA. The Employee Retirement Income Security Act of 1974.
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ERISA plan. A plan that is subject to ERISA.
Form 5500. A joint-agency form developed by the IRS, Department of Labor,
and Pension Benefit Guaranty Corporation, which may be used to satisfy the annual reporting requirements of the IRC and Titles I and IV of
ERISA.
frozen plan. See soft freeze, partial freeze, hard freeze, and wasting
trust.
full-scope audit. An audit of the financial statements of an employee benefit
plan in accordance with generally accepted auditing standards.
guaranteed investment contract (GIC). A contract between an insurance
entity and a plan that provides for a guaranteed return on principal invested over a specified time period.
hard freeze. When a plan ceases benefit accruals for all active participants
and all participants cease earning benefits.
IBNR. Claims incurred by eligible participants but not yet reported to the plan.
immediate participation guarantee contract (IPG). A type of contract
under which contributions are not currently applied to the purchase of
single-payment deferred annuities for individual participants. Payments
to the insurance entity that are intended to provide future benefits to
present employees, plus its share of the insurance entity's actual investment income, are credited to an account. The insurance entity is obligated
to make lifetime benefit payments to retired employees.
incurred but not reported. See IBNR.
individual separate account. A separate account in which only one plan
participates. Also referred to as a separate-separate account.
insured plan. A plan funded through an insurance contract.
investment unit. See unit of participation.
Keogh plan. Also called an HR 10 plan, any defined benefit or defined contribution plan that covers one or more self-employed individuals.
limited-scope audit. An audit in which ERISA allows the plan administrator
to instruct the auditor not to perform any auditing procedures with respect
to information prepared and certified by a bank or similar institution or by
an insurance carrier that is regulated, supervised, and subject to periodic
examination by a state or federal agency.
master trust. A combined trust account made up of assets of some or all of the
employee benefit plans of an entity that sponsors more than one plan or a
group of corporations under common control. Each plan has an undivided
interest in the assets of the trust, and ownership is represented by a record
of proportionate dollar interest or by units of participation.
modified cash basis of accounting. Cash basis financial statements that
adjust securities investments to fair value.
money purchase pension plan. A defined contribution plan under which
employer contributions are based on a fixed formula that is not related to
profit and that is designated as a pension plan by the plan sponsor.
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named fiduciary. The individual responsible for the operation and administration of a plan including the identification of a plan administrator,
usually an officer or other employee of the plan sponsor who reports to the
plan sponsor's board of directors or management.
omnibus account. An institutional account, often in the name of a custodian
bank or an investment adviser, in which transactions are effected on behalf
of a number of beneficial owners.
partial freeze. When a plan stops benefit accruals for some participants,
but not all participants based on age, tenure, job classification, or plant
location.
participant directed investment programs. A plan provides for
participant-directed investment programs if it allows participants to
choose among various investment alternatives. The available alternatives
are usually pooled fund vehicles, such as registered investment companies
or commingled funds of banks, that provide varying kinds of investments,
for example, equity funds and fixed income funds. The participant may
select among the various available alternatives and periodically change
that selection.
party in interest. A fiduciary or employee of the plan, any person who provides
services to the plan, an employer whose employees are covered by the plan,
an employee association whose members are covered by the plan, a person
who owns 50 percent or more of such an employer or employee association,
or relatives of such person just listed.
PBGC. The Pension Benefit Guaranty Corporation.
pension equity plan. A defined benefit plan under which a participant is
credited with points based on age, service, or both. On termination of
employment, a participant's final average compensation is multiplied by
his or her accumulated points to determine a hypothetical account balance
which normally may be distributed as a lump sum or converted to an
annuity.
plan allocation. The allocation of the net assets available for benefits (or plan
assets) for defined contribution plans to individual participant accounts
according to procedures set forth in the plan instrument or in a collective
bargaining agreement.
pooled separate account. A separate account in which several plans participate.
prior service costs. See supplemental actuarial value.
profit-sharing plan. A defined contribution plan that is not a pension plan
(as defined in the IRC) or a stock bonus plan. Employer contributions may
be discretionary or may be based on a fixed formula related to profits,
compensation, or other factors. Before 1987, contributions had to be made
from the plan sponsor's current or accumulated profits. This requirement
is no longer in effect. A profit-sharing plan must be designated as such in
the plan document.
prohibited transaction. A transaction between a plan and a party in interest
that is prohibited under Section 406(a) of ERISA.
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rollover. The transfer of a participant's vested plan assets into a qualified
defined contribution plan from another qualified plan or from an individual
retirement account.
self-directed plan. A defined contribution plan in which the participant authorizes specific investment transactions, such as purchases and sales of
specific common stocks or bonds. A self-directed plan does not provide
predetermined investment fund options.
self-funded plan. A plan funded through accumulated contributions and investment income.
separately managed accounts. Accounts at trust entity or similar institution
consisting of individual plan assets that are managed by an investment
manager specifically for the plan.
SIMPLE plan. Also referred to as a Savings Incentive Match Plan for Employees. A tax-favored retirement plan available to employers that have
no more than 100 employees who earned more than $5,000 or more in
compensation during the preceding calendar year. The employer's only required contribution is a dollar-for-dollar matching contribution of 3 percent
of employee's compensation or a limited profit-sharing type contribution.
Employer contributions are fully vested at all times.
soft freeze. A plan that no longer allows new participants to enter the plan
while those participants already in the plan continue to accrue benefits
or to stop benefit accruals for all active participants, but allow benefits to
increase with the growth in participants' wages.
split-funded plan. A plan funded through a combination of accumulated contributions and investment income and insurance contracts.
stock bonus plan. A defined contribution plan under which distributions
are normally made in stock of the employer, unless the distributee elects
otherwise.
synthetic guaranteed investment contract. An investment contract that
simulates the performance of a traditional guaranteed investment contract
through the use of financial instruments.
target benefit plan. A form of money purchase pension plan under which the
employer's annual contribution on behalf of each participation is the actuarially determined amount required to fund a target benefit established by
a plan formula. The target benefit is usually based on compensation and
length of service. For some target benefit plans, the substance of the plan
may be to provide a defined benefit.
tax credit employee stock ownership plan. A profit-sharing or stock bonus
plan established before 1987 that satisfies the requirements of Section 409
of the IRC. The sponsor of such a plan is allowed a tax credit, rather than
a deduction, for its contributions. Before 1982 these plans were commonly
known as TRASOPs (for Tax Reduction Act stock ownership plans), and
the maximum allowable credit was based on the plan sponsor's investments that qualified for the investment tax credit. In 1982 TRASOPs were
succeeded by PAYSOPs (payroll stock ownership plans), under which the
credit was based on the plan sponsor's payroll.
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third-party administrator (TPA). A party unrelated to the plan who contracts to be responsible for plan administration.
thrift plan. A profit-sharing or stock bonus plan under which participants
make after-tax employee contributions that are usually matched, in whole
or in part, by employer contributions.
unfunded plan. A plan whereby benefits are paid directly from the general
assets of the employer or the employee organization that sponsors the plan.
unit of participation. An undivided interest in the underlying assets of a
trust.
unrelated business taxable income (UBTI). Gross income derived from an
unrelated trade or business that is regularly carried on, less allowable
deductions directly connected with the trade or business.
unrelated trade or business. Any trade or business regularly carried on by
the trust or by a partnership of which the trust is a member.
wasting trust. A plan under which participants no longer accrue benefits but
that will remain in existence as long as necessary to pay already accrued
benefits.
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Title

Paragraphs

Practice Aids
Alternative Investments—Audit Considerations,
a Practice Aid for Auditors

8.02

Using SOC-1® Report in Audits of Employee
Benefit Plans

4.11

Q
Title

Paragraphs

Q&A
2130.40, "Certificates of Deposit and FASB ASC
320, Investments—Debt and Equity Securities"

8.32

2220.18, "Applicability of Practical Expedient"

8.26

2220.19, "Unit of Account"

8.26

2220.20, "Determining Whether NAV Is
Calculated Consistent With FASB ASC 946,
Financial Services—Investment Companies"

8.26

2220.21, "Determining Whether an Adjustment
to NAV Is Necessary"

8.26

2220.22, "Adjusting NAV When It Is Not as of
the Reporting Entity's Measurement Date"

8.26

2220.23, "Adjusting NAV When It Is Not
Calculated Consistent With FASB 946"

8.26

2220.24, "Disclosures—Ability to Redeem Versus
Actual Redemption Request"

8.26

2220.25, "Impact of 'Near Term' on Classification
Within Fair Value Hierarchy"

8.26

2220.26, "Categorization of Investments for
Disclosure Purposes"

8.26

2220.27, "Determining Fair Value of
Investments When the Practical Expedient Is
Not Used or Is Not Available"

8.26

2240.06, "Measurement of Cash Value Life
Insurance Policy"

7.53

3700.01, "Effect of New Mortality Tables on
Nongovernmental Employee Benefit Plans
(EBPs) and Nongovernmental Entities That
Sponsor EBPs"

6.91

6931, "Financial Statement Reporting and
Disclosure—Employee Benefit Plans"
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Title

Paragraphs

6931.05, "Accounting and Disclosure
Requirements for Single-Employer Benefit Plans
Related to Medicare Act of 2003"

7.65, 7.120–.121

6931.06, "Accounting and Disclosure
Requirements for Multiemployer Employee
Benefit Plans Related to Medicare Act of 2003"

7.65, 7.120–.121

6933.01, "Internal Audit of a Plan"
6931.18–.30

2.140
5.110, 5.497, 6.125,
7.156

QC section 10, A Firm's System of Quality Control

2.11–.15, 2.17–.18

S
Title

Paragraphs

Sarbanes-Oxley Act
Section 302

5.281

Section 404

5.281

SEC
Form 11-K

Form S-8

1.20–.21, 1.24, 2.02,
2.21, Exhibit 2-5 at
2.43, 5.278,
5.281–.283, 5.424,
Exhibit 10-1 at
10.22, 11.03, Table
at 11.04, 11.24,
11.40–.45
5.278

Regulation S-K
Item 308

1.21

Regulation S-X
Article 6A

11.43

Rules and Regulations
15d-21
SOP 01-2, Accounting and Reporting by Health and
Welfare Benefit Plans

AAG-EBP QC

5.283
Exhibit 7-2 at 7.228
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Subject Index

Subject Index
A
ACCOUNTING ESTIMATES
. Auditor’s reports . . . . . . . . . . .11.05, 11.81–.83
. Defined contribution retirement
plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.91–.92
. Generally . . . . . . . . . . . . . . . . . . . . . . . .2.127–.128
. Health and welfare benefit plans . . . . . . . . 7.142
. Investments . . . . . . .8.111–.112, 8.119, 8.123
ACCOUNTING POLICIES. see also specific
accounting principles
. Communication with those charged with
governance . . . . . . . . . . . . . . . . . . . . . 10.32–.33
. Defined benefit pension plans . . . . . . . . . . . 6.08
. Defined contribution retirement
plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.09–.10
. ESOPs . . . . . . . . . . . . . . 5.77–.78, 5.474, 5.476
. Financial statement disclosures . . . . .5.77–.79,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.95–.114
. Health and welfare benefit plans . . . 7.18, 7.20,
. . . . . . . . . . . . . . . . . . . . . . . . . 7.27, 7.30, 7.128

ACTUARIES
. Auditing considerations . . . . . . . . . .6.182–.185,
. . . . . . . . . Exhibit 6-1 to 6-2 at 6.185, 7.220,
. . . . . . . . . . . 7.226–.228, Exhibit 7-2 at 7.228
. Changes in . . . . . . . . . . . . . . 5.275–.277, 6.130,
. . . . . . . . . . . 6.197–.199, 7.166, 7.237–.239
. As specialist . . . . . . . . . . . . . . . . 2.43, 2.65, 2.71
ADEQUATE CONSIDERATION,
ESOPs . . . . . . . . . . . . . . . . . . . . . . B-9 at 5.801
ADJUSTED FUNDING TARGET ATTAINMENT
PERCENTAGE (AFTAP) . . . . . . . . . 6.61–.62

ACCOUNTS, RISK ASSESSMENT . . . . . . . . 3.53

ADMINISTRATION AND OPERATION
. Defined benefit pension plans . . . . . . 6.05–.07,
. . . . . . . . . . . . . . . . . . . . . . . . A-1 to A-5 at 6.200
. Defined contribution retirement
plans . . . . . . . . . . . . . . . . . 5.06–.08, 5.74–.76,
. . . . . . . . . . . . . . . . . . . . . . . A-1 to A-13 at 5.800
. ESOPs . . . . . . . . . . . . . . . . . . 5.422–.423, 5.441,
. . . . . . . . . . . . . . . . . . . . . . . B-1 to B-50 at 5.801
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 1.25–.34
. Health and welfare benefit plans . . . . . . . . 7.12,
. . . . . . . . . . . . . . . . . . . . . A-16 to A-25 at 7.240
. Multiple employer plans . . . . . . . . . . . 1.25, 1.27
. Third-party service providers . . . . . . . . 2.60–.61

ACCRUAL BASIS OF ACCOUNTING . . . . . 7.27,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.30

ADMINISTRATIVE EXPENSES . . . . .1.37, 5.69,
. . . . . . . . . . . . . . 5.74–.76, 5.77, 6.72, 6.77

ACCRUALS, TESTING . . . . . . . . . . 5.251, 6.167

ADMINISTRATORS . . . . . . . . . . . . . . . 2.140, 8.13

ACCOUNTING RECORDS . . . . . 1.35–.37, 5.08

ACCRUED BENEFITS, VESTED, AT PLAN
TERMINATION . . . . . . . . . . . . . . . . . . . . . 6.196
ACCRUED LIABILITIES
. Defined benefit pension plans . . . . . . 6.69–.71,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.171–.173
. Defined contribution retirement
plans . . . . . . . . . . . . . . . .5.65–.67, 5.257–.259
. ESOPs . . . . . . . . . . . . . . . . . . . . . . . . 5.460, 5.647
. Health and welfare benefit plans . . . . 7.73–.74,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.200–.202
ACCUMULATED ELIGIBILITY
CREDITS . . . . . . . . . . . . . . . . . . . . .7.102–.103
ACCUMULATED PLAN BENEFITS . . . 6.79–.94
. Actuarial valuation methods . . . . . . . . . 6.81–.93
. Auditing considerations . . . . . . . . . . 6.182–.188
. Auditor’s report . . . . . . . . . . . . . . . . . . . 11.81–.83
. Changes in . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.94
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . 6.03, 6.80
. Financial statement presentation . . . 6.14–.15,
. . . . . . . . . . . . . . . . . . . . . . . . . . 6.79, 6.95–.114
. Risks and uncertainties . . . . . . . . . . . . . . . . 6.112
. Terminating the plan . . . . . . . . . . . . . . . . . . . 6.121
ACTIVE MARKET . . . . . . . . . . . . . . . . . . . . . . . . 8.23
ACTUARIAL PRESENT VALUE OF
ACCUMULATED PLAN BENEFITS . . . 6.03,
. . . . . . . . . . . . . 6.14–.15, 6.79–.94, 6.121,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.88, 7.156
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ADVANCES. See employer advances, ESOPs
ADVERSE OPINIONS . . . . . . . . . Table at 11.13,
. . . . . . . . . . . . . . . . . . . 11.21, Table at 11.49
AFFILIATES . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.96
AFFORDABLE CARE ACT (ACA) . . . . . . . . 7.167
AFTAP. See adjusted funding target
attainment percentage
AGENTS . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .8.114
ALLOCATED CONTRACTS . . . . . . . . 6.33, 6.84,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.56
ALLOCATED FUNDING
ARRANGEMENTS . . . . . . 5.474, 6.32–.36,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.55
ALLOCATIONS. See participant accounts and
allocations
ALTERNATIVE INVESTMENTS . . . .8.156–.161
ANALYTICAL PROCEDURES FOR RISK
ASSESSMENT . . . . . . . . . . . . . . . . . . 3.18–.19
ANNUAL AUDITS . . . . . . . . . . . . . . . . . . . . . . . . 1.22
ANNUAL CONTRACT NEGOTIATIONS WITH
SERVICE PROVIDERS . . . . . . . . . A-4 to A-6
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 7.240
ANNUAL HEALTH CARE
PROCESS . . . . . . . . . .7.16–.17, Exhibit 7-1
. . . . . . . . . . . at 7.17, Appendix A at 7.240
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ANNUITY CONTRACTS . . . . . . . . . . . . 6.33, 8.56
APPLICABLE FINANCIAL REPORTING
FRAMEWORK . . . . . . . . . . . . . . . . . . .2.03–.04
APPRAISAL, QUALIFIED, ESOPs. See qualified
appraisal
APPRAISER, QUALIFIED, ESOPs. See
qualified appraiser
APPRAISERS AS SPECIALISTS . . . . . . . . . . 2.88
ASB. See Auditing Standards Board
ASSERTIONS
. Accrued liabilities . . . . . . . . . . . . . . . 5.257–.259,
. . . . . . . . . . . . . . . . . . 6.171–.172, 7.200–.201
. Accumulated plan benefits . . . . . . . 6.182–.183
. Auditing considerations . . . . . . . . . . . . . 9.25–.26
. Benefit payments . . . 6.175–.176, 7.205–.206
. Cash balances . . . . . 5.211–.213, 6.139–.141,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.176–.178
. Categories of . . . . . . . . . . . . . . . . . . Table at 3.32
. Claims payable, claims IBNR, and premiums
due to insurance entities . . . . . . . 7.217–.218
. Claims payments . . . . . . . . . . . . . . . . 7.205–.206
. Contributions and contributions
receivable . . . . . . . .5.235–.236, 5.633–.634,
. . . . . . . . . . . . . . . . . . 6.153–.154, 7.188–.189
. Debt and interest expense . . . . . . . 5.644–.645
. Deposits with, and receivables from, insurance
companies and other service
providers . . . . . . . . . . . . . . . . . . . . . . 7.196–.197
. Distributions . . . . . . . . . . . . . . . . . . . . .5.260–.261
. Eligibility credits . . . . . . . . . . . . . . . . . 7.221–.222
. Employer advances . . . . . . . . . . . . . . 5.649–.650
. Floor price protection . . . . . . . . . . . . 5.660–.661
. Forfeitures . . . . . . . . . . 5.252–253, 5.640–.641
. Insurance premiums . . . . . . . . . . . . . 7.210–.211
. Investments . . . . . . . 5.216–.217, 5.626–.627,
. . . . . 6.144–.145, 7.180–.181, 8.126–.127
. Mergers, transfers, and
spin-offs . . . . . . . . . 5.268–.269, 6.189–.190,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.230–.231
. Notes receivable from
participants . . . . . . . . . . . . . . . . . . . . 5.229–.230
. Operating assets . . . 5.255–.256, 6.168–.170
. Other receivables . . . . . . . . . . . . . . . 5.249–.250,
. . . . . . . . . . . . . . . . . . 6.165–.167, 7.193–.194
. Participant accounts and
allocations . . . . . . . . . . . . . . . . . . . . . 5.611–.612
. Participant benefits, distributions, and
withdrawals . . . . . . . . . . . . . . . . . . . . 5.656–.657
. Participant data . . . . . . . . . . . . . . . . . 7.224–.225
. Plan expenses . . . . . 5.264–.265, 6.178–.179,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.213–.214
. Postemployment benefits . . . . . . . . 7.221–.222
. Postretirement benefits . . . . . . . . . . 7.224–.225
. Service provider changes . . . . . . . 5.275–.276,
. . . . . 5.671–.672, 6.197–.198, 7.237–.239
. Tax status . . . . . . . . . . . . . . . . . . . . . . . . . 9.25–.26
. Terminating or frozen plans . . . . . .5.272–.273,
. . . . . 5.668–.669, 6.193–.194, 7.234–.235
. Use of . . . . 3.31–.34, Table at 3.32, 3.40–.42
. Withdrawals . . . . . . . . . . . . . . . . . . . . . 5.260–.261
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ASSESSMENTS, AUDIT
COMPLETION . . . . . . . . . . . . . . . . . . . . . .10.11
ASSETS
. Long-lived . . . . . . . . . . . . . . . . . . 5.64, 6.68, 7.72
. Net. See net assets available for benefits
. Operating. See operating assets
. Presentation of . . . . . . . . . . . . . . . . . . . . . . . . . 7.54
. Records . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.37
. Segregation requirement . . . . . . . . . . . . . . . . 6.02
. Self-funded plans . . . . . . . . . . . . . . . . . . . . . . . 1.34
. Unallocated . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.77
ATTORNEYS. See legal counsel
AUDIT COMPLETION
PROCEDURES . . . . . . . . . . . . . . . . .10.01–.40
. Commitments and contingencies . . . 10.09–.13
. Communication with those charged with
governance . . . . . . . . . . . . . . . . . . . . . 10.23–.39
. DOL access to auditors’ working
papers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.40
. Form 5500 review . . . . . . . . . . . . . . . . 10.03–.08
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . 10.01–.02
. Material misstatement due to fraud risk
evaluation . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.15
. Subsequent events . . . . . . . . . . . . . . . . . . . . 10.14
. Written representations . . . .10.10, 10.16–.22,
. . . . . . . . . . . . . . . . . . . . . . Exhibit 10-1 at 10.22
AUDIT DOCUMENTATION. See documentation
AUDIT ENGAGEMENT
. Auditor’s responsibility . . . . . . . . . . . . . .2.20–.21
. Client acceptance and
continuance . . . . . . . . . . . . . . . . . . . . . . 2.11–.16
. Engagement letters . . . 2.35, 2.39–.43, 10.40
. Engagement quality control
review . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.17–.18
. Preliminary activities . . . . . . . . . . . . . . . . . . . . 2.47
. Teams for . . . . . 2.16, 2.107, 2.112, 3.23–.24
AUDIT EVIDENCE . . . . . . . . . . . . 2.38, 3.69–.71,
. . . . . . . . . . . . . . . . . . . . . . 5.201–.202, 6.134
AUDIT FILES, RISK ASSESSMENT . . . . . . . 3.55
AUDIT PLANNING . . . . . . . . . . . . . . . . . . . 2.44–.62
. Communication . . . . . . . . . . . . . . . . . . . . . . . . . 2.62
. Coordination . . . . . . . . . . . . . . . . . . . . . 2.44, 2.62
. Defined benefit plan strategy . . . . . 6.135–.138
. Defined contribution retirement
plans . . . . . . . . . . . . . . . . . . . . . . . . . . 5.204–.207
. Demographic data . . . . . . . . . . . . . . . . . 2.49–.51
. ESOP strategy . . . . . . . . . . . . . . . . . . 5.604–.607
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 2.44–.47
. Health and welfare benefit
plans . . . . . . . . . . . . . . . . . . . . . . . . . . 7.171–.174
. Internal auditors . . . . . . . . . . . . . . . . . . . . 2.53–.57
. Investments . . . . . . . . . . . . . . . . . . . . . 8.115–.125
. Payroll data . . . . . . . . . . . . . . . . . . . . . . . . 2.49–.53
. Specialists . . . . . . . . . . . . . . . . . . . . . . . . . 2.58–.59
. Third-party service provider
reports . . . . . . . . . . . . . . . . . . . . . . . . . . 2.60–.61
AUDIT RISK. see also risk
assessment . . . . . . . . . . . . . . 2.63, 3.02–.06
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Subject Index
AUDIT SCOPE . . . . . . . . . . . . . . . . . . . . . . .2.19–.38
. Communication with those charged with
governance . . . . . . . . . . . . . . . . . . . . . . 2.31–.38
. Decision trees . . . . . . . 2.27, Exhibit 2-2 at 2.27
. Defined benefit pension plans . . . . . . . . . . 6.158
. Engagement letters . . . . . . . . . . . . . . 2.40, 2.43,
. . . . . . . . . . . . . . . . . . . . . . . . . Exhibit 2-5 at 2.43
. Full-scope . . . . . . . . . . Exhibit 2-1 at 2.26, 2.29,
. . . . . . . . . . . . . . . . . . . . . 11.18–.24, 11.46–.52
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 2.19–.21
. Limited-scope audit exemption . . . . . . 2.22–.26
. Pension audit plans . . . . . . . . Exhibit 2-2 at 2.27
. Small pension plan audit waiver . . . . . . . . . 2.27,
. . . . . . . . . . . . . . . . . . . . . . . . . Exhibit 2-4 at 2.27
. Welfare benefit plan decision
flowchart . . . . . . . . . . 2.27, Exhibit 2-3 at 2.27
AUDIT STRATEGY. See audit planning
AUDITING CONSIDERATIONS . . . . . .2.01–.141
. Accounting estimates . . . . . . . . . . . . 2.127–.128
. Accrued liabilities . . . . . . . . . 5.647, 7.200–.202
. Assertions . . . . . . . . . . . . . . . . . . . . . . . . . 9.25–.26
. Audit completion procedures . . . . . . 10.01–.40
. Audit risk . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.63
. Audit scope . . . . . . . . . . . . . . . . . . . . . . . . 2.19–.38
. Audit strategy determination . . . . . 7.171–.174
. Auditor’s professional
requirements . . . . . . . . . . . . . . . . . . . . . 2.07–.09
. Benefit obligations . . . . . . . . . . . . . . . 7.217–.228
. Benefit payments . . . . . . . . . . . . . . . . 7.203–.209
. Cash balances . . . . . . . . . . . 5.614, 7.176–.179
. Changes in service providers . . . . . 7.237–.239
. Client acceptance and
continuance . . . . . . . . . . . . . . . . . . . . . . 2.11–.16
. Commitments and contingencies . . . 10.09–.13
. Communication with those charged with
governance . . . . . . . . . . . . . . . . . . . . . 10.23–.35
. Confidentiality or indemnification
agreements . . . . . . . . . . . . . . . . . . . . . . . . . 7.175
. Contributions . . . . . . . . . . . . .5.632, 7.188–.192
. Defined benefit pension plans . . . . 6.131–.199
. Defined contribution retirement
plans . . . . . . . . . . . . . . . .5.09–.10, 5.200–.283
. Deposits with and receivables from insurance
companies and other service
providers . . . . . . . . . . . . . . . . . . . . . . 7.196–.198
. DOL access to auditors’ working
papers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.40
. Employer advances . . . . . . . . . . . . . . 5.648–.651
. Engagement of audit. See audit engagement
. ESOPs . . . . . . . . . . . . . . . . . . . . . . . . . . 5.600–.673
. Floor price protection . . . . . . . . . . . . 5.659–.662
. Forfeitures . . . . . . . . . . . . . . . . . . . . . . 5.640–.642
. Form 5500 review . . . . . . . . . . . . . . . . 10.03–.08
. Frozen plans . . . . . . . . . . . . . . . . . . . . 7.234–.236
. Generally . . . . . . . . . . . . . . . 1.22–.24, 2.01–.07,
. . . . . . . . . . . . . . . . . . 5.425–.426, 5.600–.603
. Going concerns . . . . . . . . . . . . . . . . . 2.129–.132
. Health and welfare benefit
plans . . . . . . . . . . . . . . . . . . . . . . . . . . 7.167–.239
. Initial audits . . . . . . . . . . . . . . 2.133–.141, 11.87

©2016, AICPA

809

AUDITING CONSIDERATIONS—continued
. Insurance premiums . . . . . . . . . . . . . 7.210–.212
. Interpretive publications . . . . . . . . . . . . . . . . . 2.10
. Investments . . . . . . . 5.615–.628, 7.180–.187,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.96–.173
. Laws and regulations . . . . . . 2.98, 2.115–.122
. Leveraged ESOP debt and interest
expense . . . . . . . . . . . . . . . . . . . . . . . 5.643–.646
. Limited-scope . . . . . . . . . . . . . . . . . . . 5.629–.631
. Material misstatement due to fraud risk
evaluation . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.15
. Mergers and spin-offs . . . . . . . . . . . . . . . . . 5.664
. Multiemployer plans . . . . . . . . . . . . . 5.243–.246,
. . . . . . . . . . . . . . . . . . 6.160–.164, 6.187–.188
. Noncompliance and prohibited
transactions . . . . . . . . . . . . . . . . . . . . . . 2.15–.16
. Operating assets . . . . . . . . . . . . . . . . . . . . . . 7.199
. Other liabilities . . . . . . . . . . . . . . . . . . 5.648–.651
. Other receivables . . . . . . . . . . . . . . . . 7.193–.195
. Participant accounts and
allocations . . . . . . . . . . . . . . . . . . . . . 5.610–.613
. Participant benefits, distributions, and
withdrawals . . . . . . . . . . . . . . . . . . . . 5.652–.658
. Plan expenses . . . . . . . . . . . 5.663, 7.213–.216
. Planning . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.44–.62
. Related parties . . . . . . . . . . . . . . . . . . 2.105–.114
. Related-party and party-in-interest
transactions . . . . . . . . . . . . . . . . . . . . 2.95–.114
. Risk assessment . . . . . . . . . . . . . . . . . . . . . . 5.609
. Rollover contributions . . . . . . . . . . . . . . . . . 5.639
. Service organization transactions . . . . . . . . 2.64
. Service provider changes . . . . . . . . 5.671–.673
. Specialists . . . . . . . . . . . . . . 2.58–.59, 2.65–.94
. Strategy determination . . . . . . . . . . .5.604–.607
. Subsequent events . . . . . . . . . . . . . . . . . . . . 10.14
. Tax status . . . . . . . . . . . . . . . . . . . . . . . . . 9.25–.30
. Terminating or frozen plans . . . . . . 5.665–.670
. Termination of plans . . . . . . . . . . . . . 7.234–.236
. Valuation terminology . . . . . . . . . . . . . . . . . . 5.608
. Written representations . . . .10.10, 10.16–.22,
. . . . . . . . . . . . . . . . . . . . . . Exhibit 10-1 at 10.22
AUDITING STANDARDS BOARD (ASB),
LIMITED-SCOPE AUDITING . . . . . . . . 11.58
AUDITORS
. Audit engagement responsibilities . . . 2.20–.21
. Changes in . . . . . . . 5.112, 5.275–.277, 6.130,
. . . . . . . . . . . 6.197–.199, 7.166, 7.237–.239
. Communication with those charged with
governance . . . . . . . 2.31–.38, 2.119, 2.123,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.23–.35
. Professional requirements . . . . . . . . . . 2.04–.09
. Reports. See auditor’s reports
AUDITOR’S EXTERNAL SPECIALIST . . . . .2.65,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.69
AUDITOR’S REPORTS . . . . . . . . . . . . . 11.01–.90
. Accumulated plan benefits . . . . . . . . . 11.81–.83
. Addressing . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.15
. Changes in trustees . . . . . . . . . . . . . . . . . . . 11.72
. Contents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .11.17
. Dating of . . . . . . . . . . . . . . . . . . . . . . . . . 11.16–.17
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AUDITOR’S REPORTS—continued
. Defined benefit pension plans . . . A-5 at 6.200,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.35–.36
. Defined contribution retirement
plans . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.25–.34
. Disclaimer of opinion on audit of multiemployer
plan due to scope limitation . . . . . . . . . . 11.80
. Full-scope audit considerations . . . . 11.18–.24
. Generally . . . . . . . . . . . . . . .1.22–.24, 11.01–.05
. Going concern . . . . . . . . . . . . . . . . . . . . . . . . 11.86
. Health and welfare benefit plans . . . . . . . . 11.37
. Issuance before Form 5000
filing . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.07–.08
. Laws and regulations . . . . . . . . . . . . 2.124–.125
. Limited-scope audits . . . . . . . . . . . . 8.172–.173,
. . . . . . . . . . . . . . . . . Table at 11.04, 11.57–.79
. Liquidation and liquidation planning . . . . 5.110,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.125, 11.85
. Multiemployer plans . . . . . . . . . . . . . . . . . . . 11.80
. Opinion formation . . . . . . . . . . 11.02, 11.07–.14
. Prior period financial statements not
audited . . . . . . . . . . . . . . . . . . . . . . . . . 11.88–.90
. Prohibited transactions . . . . . . . . . . . . 11.53–.56
. Reporting on financial statements of a
trust . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.38–.39
. SEC Form 11-K filers . . . . . . . . . . 5.282, 11.03,
. . . . . . . . . . . . . . . . . Table at 11.04, 11.40–.45
. Specialist’s work . . . . . . . . . . . . . . . . . . . 2.93–.94
. Supplemental schedules . . . . . . . . . . .11.18–.24
. Terminating the plan . . . . . . . . . . . . . . 11.84–.85
. Trusts established under
plan . . . . . . . . . . . . . . . . . . . . . . . . Table at 11.04
. Understanding entity, and its environment,
including its internal control . . . . . . . . . . . . 3.26
AUDITOR’S SPECIALIST
. Agreement with . . . . . . . . . . . . . . . . . . . . 2.78–.79
. Decision to use . . . . . . . . . . . . . . . . . . . . 2.66–.94
. Defined. see also specialists . . . . . . . . . . . . 2.65
. Evaluation of work adequacy . . . . . . . . 2.80–.86
. Objectivity . . . . . . . . . . . . . . . . . . . . . . . . 2.69, 2.74
. Qualifications . . . . . . . . . . . . . . . . . . . . . . 2.67–.75
. Understanding work of . . . . . . . . . . . . . 2.76–.79

BENEFIT DISTRIBUTIONS—continued
. Defined contribution retirement plans . . . .5.51,
. . . . . . . . . . . . . . . . . . . . . . . . . 5.72, 5.260–.263
. ESOPs . . . . . . . . . . . 5.411, 5.468–.470, 5.474,
. . . . . . . . . . 5.476, 5.652–.658, B-23 to B-24
. . . . . . . . . . . . . . . . . . . . . . . . . and B-45 at 5.801
. Participant loans . . . . . . . . . . . . . . . . . . . . . . . .5.51
. Records . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.37
BENEFIT OBLIGATIONS
. Accumulated eligibility credits . . . . 7.102–.103
. Auditing considerations . . . . . . . . . . 7.217–.228
. Changes in . . . . . . . . . . . . . . . . . . . . . . 7.125–.126
. Claims . . . . . . . . . . . . . . . . . . . . . . . . . . . . .7.91–.98
. Health and welfare benefit plans . . . . . . . . 7.28,
. . . . . . . . . . . . . . . . . . . 7.88–.124, 7.217–.228
. Postemployment benefits . . . . . . . . 7.104–.110
. Postretirement benefits . . . . . . . . . 7.111–.124,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.226–.227
. Premiums due under insurance
arrangements . . . . . . . . . . . . . . . . . . . 7.99–.101
BENEFIT PAYMENTS
. Defined benefit pension plans . . . . . . . . . . . 6.75,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.174–.177
. Defined contribution retirement plans . . . .5.69,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.73, 5.274
. Health and welfare benefit plans . . . . . . . . 7.78,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.203–.209
BENEFITS, ACCRUED. See accrued benefits
BENEFITS, ACCUMULATED. See accumulated
plan benefits
BENEFITS, GENERALLY. see also specific
plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.30
BROKERAGE COMMISSIONS . . . . . . . 6.21–.22

C
C CORPORATIONS, ESOPS . . . . 5.405, 5.411,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.466, 5.472

AUTOMATIC DEFERRAL RATES . . . . . . . . 5.238

CAPABILITIES OF SPECIALIST . . . . . . . . . . 2.67,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.71–.73

AUTOMATIC ENROLLMENT . . . . . . . . . . . . 5.238

CASH, INTEREST-BEARING . . . . . . . . . . . . . .6.18

BEGINNING-OF-YEAR BENEFIT
INFORMATION DATE . . . . . . . . . . . . . . 11.36

CASH BALANCES
. Defined benefit pension plans . . . . . 1.11, 6.04,
. . . . . . . . . . . . . 6.16–.20, 6.139–.143, 6.186
. Defined contribution retirement
plans . . . . . . . . . . . . . . . .5.16–.19, 5.211–.215
. ESOPs . . . . . . . . . . . . . . 5.16–.19, 5.437, 5.614
. Health and welfare benefit plans . . . . 7.33–.37,
. . . . . . . . . . . . . . . . . . . . . . . . . 7.97, 7.176–.179

BENCHMARKS FOR RISK
ASSESSMENT . . . . . . . . . . . . . . . . . . . . . . . 3.09

CASH BASIS OF ACCOUNTING . . . . . . . . . 7.23,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.27–.34

BENEFIT DISTRIBUTIONS
. Auditing considerations . . . . . . . . . . 5.260–.261
. Corrective distributions . . . . . . . . . . . 5.67, 5.69,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.263, 5.476
. Defined benefit pension plans . . . . 6.04, 6.177,
. . . . . . . . . . . . . . . . . . . . . . . A-2 and A-4 at 6.200

CASH EQUIVALENT . . . . . . . . . . . . . . . 6.20, 7.37

B
BANK OF HOURS . . . . . . . . . . . . . . . . . . . . . . 7.102
BANK TRUST DEPARTMENTS. see also
service organizations . . . . . . . . 4.15, 4.28

AAG-EBP AUD

CASH FLOW HEDGE . . . . . . . . . . . . . . . . . . . . . 8.70
CASH-OR-DEFERRED
ARRANGEMENTS . . . . . . . . . . Table at 5.05
CCT. See common or collective trusts
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Subject Index
CERTIFICATIONS . . . . . . . . . . . . . . . . 8.166–.172

COMMON TRUST FUNDS . . . . . . . . 7.43, 7.183

CHANGES IN BENEFIT OBLIGATIONS,
HEALTH AND WELFARE BENEFIT
PLANS . . . . . . . . . . . . . . . . . . . . . . . 7.125–.126

COMMUNICATION. see also documentation
. Audit engagement teams . . . . . . . . . . . 3.23–.24
. Audit planning . . . . . . . . . . . . . . . . . . . . . . . . . . 2.62
. Noncompliance . . . . . . . . . . . . . . . . . . . . . . . 2.119
. Open enrollment process . . . . . . . . A-7 to A-8 at
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.240
. Predecessor auditors . . . . . . . . . . . . 2.134–.135
. With those charged with
governance . . . . . . . 2.31–.38, 2.119, 2.123,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.23–.35

CHANGES IN NET ASSETS AVAILABLE FOR
BENEFITS
. Defined benefit pension plans . . . . . . 6.72–.78,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.94
. Defined contribution retirement
plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.68–.76
. ESOPs . . . . . . . . . . . . . . . . . . . . . . . . . . 5.462–.473
. Health and welfare benefit plans . . . . . 7.75–.87
. Investment reporting . . . . . . . . . . . . . . . . . . . . 8.37
. Statement of . . . 5.68–.76, 6.14–.15, Table at
. . . . . 6.15, 6.72–.78, 6.94, 7.75–.87, 8.37
CHANGES IN SERVICE PROVIDERS. see also
third-party service providers . . . . . 7.166,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.237–.239
CHANGES MADE TO THE TEXT FROM
PREVIOUS EDITION, SCHEDULE
OF . . . . . . . . . . . . . . . . . . . . . . . . . . . . Appendix I
CLAIM RUN OUT . . . . . . . . . . . . . . . . . . . . . . . 7.150
CLAIMS. see also incurred but not reported
(IBNR) claims
. Health and welfare benefit plans . . . 7.78, 7.89,
. . . . . . . . . . . . . . . . . . . . . 7.91–.98, 7.203–.209
. Liquidating plans . . . . . . . . . . . . . . . . . . . . . . 7.150
. Processing . . . . . . . . . . . . A-16 to A-20 at 7.240
. Records . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.37
. Risk assessment and internal control
consideration . . . . . . . . . . Appendix C at 7.242
. Terminating plans . . . . . . . . . . . . . . . . . . . . . 7.235

COMPENSATION
. Auditing considerations . . . . . . . . . .5.238–.239,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.242, 6.159
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.242
. Highly compensated employees . . . . . . . . 7.160
. Plan fiduciaries . . . . . . . . . . . . 2.103–.104, 5.76
COMPETENCE
. Of accounting and auditing firms . . . . 2.11–.16
. Of specialist . . . . . . . . . . . . . 2.67–.68, 2.71–.73
COMPLAINT PROCESS, ESOPs . . . . . . . . 5.613
COMPLETION OF AUDIT. See audit
completion procedures
COMPTROLLER OF THE CURRENCY . . . . 7.43
CONCENTRATIONS . . . . . . . 5.91, 5.93, 6.113,
. . . . . . . . . . . . . . . . . . . . . . . . . 7.143, 8.91–.92
CONCLUDING THE AUDIT. See audit
completion procedures
CONFIDENTIALITY AGREEMENTS, HEALTH
AND WELFARE BENEFIT PLANS . . . 7.175

CLAIMS PAYABLE . . . 7.74, 7.89, 7.91, 7.98,
. . . . . . . . . . . . . . . . . . . . . . 7.150, 7.217–.220

CONFIDENTIALITY OF PROTECTED HEALTH
INFORMATION . . . . 7.13–.15, C-9 to C-10
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 7.242

CLAIMS PROCESSING COMPANIES. see also
service organizations . . . . . . . . . . . . . . . 4.27

CONFIRMATIONS . . . . . . 5.628, 8.122, 8.124,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.128

CLEARING ACCOUNTS . . . . . . . . . . . . . . . . . . 6.17

CONSOLIDATED OMNIBUS BUDGET
RECONCILIATION ACT
(COBRA) . . . . . . 7.109–.110, A-12 to A-15
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 7.240

CLIENT ACCEPTANCE AND CONTINUANCE,
AUDIT ENGAGEMENT . . . . . . . . . . 2.11–.16
COBRA. See Consolidated Omnibus Budget
Reconciliation Act
COLLATERAL . . . . . . . . . 6.38, 8.79–.82, 8.128
COLLECTION POLICIES . . . . . . . . . . . . . . . . 6.164
COMBINED STOCK BONUS AND MONEY
PURCHASE PENSION PLAN . . . . . . . 5.403
COMMISSIONS, BROKERAGE . . . . . . .6.21–.22
COMMITMENTS . . . . . . 5.77, 6.96, 10.09–.13
COMMODITY FUTURES . . . . . . . . . . . . . . . . . .8.68
COMMON OR COLLECTIVE TRUSTS (CCT)
. Auditing considerations . . . . . . . . . . 8.135–.136
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.39
. Fully benefit-responsive investment
contracts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.42
. Generally . . . . . . . . . . . . . . 5.23, 5.37, 8.39–.41
. Health and welfare benefit plans . . . . . . . . . 7.49
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CONTINGENCIES . . . . . 5.77, 6.96, 10.09–.13
CONTRACT VALUE OF A FULLY
BENEFIT-RESPONSIVE INVESTMENT
CONTRACT . . . . . . . . . . . . . . 5.39–.45, 7.49
CONTRACTS WITH CUSTOMERS, REVENUE
FROM . . . . . . . . . Update 5-1 at 5.64, 6.68,
. . . . . . . . . . . . . . . . . . . . . . Update 7-1 at 7.72
CONTRIBUTIONS
. Auditing considerations . . . . . . . . . .5.233–.246,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.153–.164
. Defined benefit pension plans . . . . . . 6.56–.65,
. . . . . . . . . . . . . . . . . . . . . . . . . 6.72, 6.153–.164
. Defined contribution retirement
plans . . . . 5.52–.56, 5.69, 5.77, 5.233–.246
. ESOPs . . . . . . . . . . . . 5.54, 5.410, 5.450–.453,
. . . . . . . . . . . . . . . . . . . . . . . . 5.466, 5.632–.639
. Financial statement disclosures . . . . . . . . . .5.77
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CONTRIBUTIONS—continued
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.29
. Health and welfare benefit plans . . . . 7.59–.62,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.188–.192
. Multiemployer and multiple employer
plans . . . . . . . . . . . . . . . . . . . . 6.65, 6.160–.164
. Records . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.37
. Retiree . . . . . . . . . . . . . . . . A-14 to A-15 at 7.240
. Rollover . . . . . . . . . . . . . . . 5.57–.58, 5.69, 5.99,
. . . . . . . . . . . . . . . . 5.247–.248, 5.453, 5.639
. True-up . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.236
CONTRIBUTIONS RECEIVABLE
. Auditing considerations . . . . . . . . . .5.233–.246,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.153–.164
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.53
. Defined benefit pension plans . . . . . . 6.56–.65,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.153–.154
. Defined contribution retirement
plans . . . . . . . . . . . . . . . .5.52–.56, 5.233–.246
. ESOPs . . . . . . . . . . . . . 5.450–.453, 5.633–.638
. Health and welfare benefit plans . . . . 7.59–.62,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.188–.192
CONTRIBUTORY PLANS . . . 1.29, 2.49, 6.93,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.96, 6.155
CONTROLS. See internal control
CONVERSION OF ASSETS . . . . . . . . . . . . . . . 5.99
COORDINATION, AUDIT PLANNING . . . . .2.44,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.62
CORRECTIVE DISTRIBUTIONS . . . . 5.67, 5.69,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.263, 5.476
COST VALUATION APPROACH . . . . . . . . . . 8.20
COVERED WORK . . . . . . . . . . . . . . . 5.245, 6.162
CREDIT RISK, FINANCIAL
INSTRUMENTS . . . . . . . . 5.90, 6.109, 8.90
CURRENT REPLACEMENT COST . . . . . . . . 8.20
CURRENT VALUE, ESOPs . . . . . .5.409, 5.440,
. . . . . . . . . . . . . . . . . . . . . 5.608, B-9 at 5.801
CURRENT YEAR, LIMITED-SCOPE
AUDIT . . . . . . . . . . . . . . . . . . . . . . . . . 11.68–.71
CUSTODIANS. see also third-party service
providers
. Changes in . . . . . . . 5.112, 5.275–.277, 6.130,
. . . . . . . . . . . 6.197–.199, 7.166, 7.237–.239
. Custodial agreements . . . . . . . . . . . . . . . . . . .8.10
. Custodian statements . . . . . . . . . . . . . . . . . . . 1.37
. Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.10
CUSTOMERS, REVENUE FROM CONTRACTS
WITH . . . . . . . . . . Update 5-1 at 5.64, 6.68,
. . . . . . . . . . . . . . . . . . . . . . Update 7-1 at 7.72

D
DA CONTRACTS. See deposit administration
(DA) contracts
DB PLANS. See defined benefit pension plans
DC PLANS. See defined contribution
retirement plans
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DEBT, LEVERAGED ESOPs . . . . . . 5.458–.459,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.643–.646
DEBT RESTRUCTURING, ESOPs . . . . . . . 5.459
DEBT SERVICE PAYMENTS, ESOPs . . . 5.421,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.613
DEFINED BENEFIT HEALTH AND WELFARE
PLANS. see also health and welfare
benefit plans . . . . . . 1.12, 7.03, 7.26–.28,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.217–.228
DEFINED BENEFIT PENSION PLANS (DB
PLANS) . . . . . . . . . . . . . . . . . . . . . . . 6.01–.199
. Accounting, reporting, and
auditing . . . . . . . . . . . . . . . . . . . . . . . . . . 6.08–.11
. Accumulated plan benefits. See accumulated
plan benefits
. Administration and operation . . . . . . . . 6.05–.07
. Asset segregation requirement . . . . . . . . . . 6.02
. Audit decision trees . . . . . . . . . 2.27, Exhibit 2-2
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 2.27
. Auditing considerations . . . . . . . . . . 6.131–.199
. Auditor’s report unmodified
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. Financial instruments . . . . . . . . . . . . 5.484–.485
. Financial statements . . . . . . 5.77, 5.425–.429,
. . . . 5.466, 5.474–.492, 5.641, Appendix D
. Financing . . . . . . . . . . . . . . . . . . . . . . . 5.417–.418
. Forfeitures . . . . . . . . . . . . . . . . . . . . . . 5.455–.457
. Generally . . . . . . . . . . . . . . . . . . 5.03, 5.400–.404
. Going concern . . . . . . . . . . . . . . . . . . . . . . . . 5.501
. Investments . . . . . . . . . . . . . . . . . . . . 5.438 –.442
. Leveraged. See leveraged ESOPs
. Net assets available for
benefits . . . . . . . . . . . . . . . . . . . . . . . 5.430–.461
. Other liabilities . . . . . . . . . . . . . . . . . . . . . . . . 5.461
. Other receivables . . . . . . . . 5.450–.453, 5.454
. Participant benefits, distributions, and
withdrawals . . . . . . . . . . . . . . . . . . . . 5.468–.470
. Plan expenses . . . . . . . . . . . . . . . . . . . 5.471–.473
. Plan mergers and spin-offs . . . . . . . 5.493, B-50
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 5.801
. Prohibited transactions and party in interest
transactions . . . . . . . . . . 5.492, 5.627, 5.648,
. . . . . . . . . . . . . . . . . . . . . B-28 to B-39 at 5.801
. Put options . . . . . . . 5.413, 5.446, B-23 to B-24
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 5.801
. Regulatory reporting requirements . . . . . 5.424,
. . . . . . . . . . . . . . . . . . . . . B-10 to B-27 at 5.801
. Risks and uncertainties . . . . . . . . . . 5.486–.490
. SEC reporting requirements . . . . . . . . . . . . . 5.35
. Service organization changes . . . . . . . . . . 5.502
. Share release formula . . . . . . . . . . 5.420, 5.451
. Subsequent event considerations . . . . . . .5.491
. Suspense account (unallocated
shares) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .5.419
. Tax qualified plan status . . . 5.05, B-10 to B-16
. . . . . . . . . . . . . . . . . and B-46 to B-47 at 5.801
. Terminating plans . . . . . . . . . . 5.494–.500, B-50
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 5.801
. Unitization . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .5.34
. Valuation . . . . . . . . . . . 5.409, 5.443–.449, B-17
. . . . . . . . . . . . . . . . . . . . . . . . . . to B-19 at 5.801
. Voting rights . . . . . . . . . . . 5.412, B-22 at 5.801
EMPLOYEE STOCK PURCHASE
PLANS . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.20
EMPLOYER ADVANCES, ESOPs . . . . . . . 5.475,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.648–.651
EMPLOYER CONTRIBUTIONS . . . A-10 to A-11
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 7.240
EMPLOYER STOCK PURCHASES, ESOP
LOANS . . . . . . . . . . . . . . . . . . . . . . .5.417–.418
END-OF-YEAR BENEFIT INFORMATION
DATE . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.35
ENGAGEMENT LETTERS . . . . .2.35, 2.39–.43,
. . . . . . . . . . . . . . . Exhibit 2-5 at 2.43, 10.40
ENROLLMENT, OPEN, AND EMPLOYEE
COMMUNICATION . . . A-7 to A-8 at 7.240
EQUIPMENT AND PROPERTY . . . . . . 5.63–.64,
. . . . . . . . . . . . . . . . . . . . . . . 5.255–.256, 6.68,
. . . . . . . . . . . . . . . . . . . 6.168–.170, 7.71–.72
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Employee Benefit Plans

EQUITY WASH PROVISIONS . . . . . . . . . . . . . 5.44
ERISA. See Employee Retirement Income
Security Act
ESCROW ACCOUNT, IN ESOP
TERMINATION . . . . . . . . . . . . . . . . . . . . . 5.494
ESOPs. See employee stock ownership plans
ESTIMATES. See accounting estimates
ETF. See exchange traded funds

FAIR VALUE—continued
. Importance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.17
. Management representation letter, audit
completion procedures . . . . . . . . . . . . . . .10.22
. Plan management responsibilities . . . . . . . .8.07
. Specialists . . . . . . . . . . . . . . . . . . . . . . . . . 2.89–.91
. Valuation techniques . . . . . . . . . . . . . . . .8.20–.22
FAIR VALUE HEDGE . . . . . . . . . . . . . . . . . . . . . 8.70

EXCHANGE TRADED FUNDS (ETF) . . . . . 8.133

FAIR VALUE MEASUREMENTS,
ESOPs . . . . . . . . . . . . . . . . . . . . . . . 5.478–.483

EXPENSE OFFSET ARRANGEMENTS . . . 5.78,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.97, 7.131

FAIRNESS OPINION . . . . . . . . . . . . 5.448, 5.670

EXPENSES
. Administrative . . . . . . . . . 1.37, 5.69, 5.74–.77,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.72, 6.77
. Defined benefit pension plans . . . . . . 6.76–.78,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.178–.180
. Defined contribution retirement
plans . . . . . . . . . . . . . . . .5.74–.76, 5.264–.267
. ESOPs . . . . . . . . . . . . . . . . . . . 5.471–.473, 5.663
. Health and welfare benefit plans . . . . 7.84–.87,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.213–.216
EXPERIENCE-RATED INTEREST CREDITS, DA
CONTRACTS . . . . . . . . . . . . . . . . . . . . . . . . 8.61
EXPLICIT ACCUMULATED PLAN BENEFIT
VALUATION APPROACH . . . . . . . . . . . . .6.85
EXTERNAL CONFIRMATIONS . . . . . . . . . . 8.122
EXTERNAL SPECIALIST, AUDITOR’S . . . . 2.65,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.69

F
FAIR MARKET VALUE, ESOPs . . . . . . . . . 5.608,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . B-9 at 5.801
FAIR PRESENTATION OF AUDITING
REPORT . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.08
FAIR VALUE
. Appreciation or depreciation changing . . . 5.69,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.72
. Auditing considerations . . . . . . . . . .8.109–.110,
. . . . . . . . . . . . . . . . . . 8.115–.119, 8.123–.125
. Brokerage commissions . . . . . . . . . . . . 6.21–.22
. Controls . . . . . . . . . . . . . . . . . . . . . . . . 8.111–.112
. Defined . . . . . . 5.440, B-9 at 5.801, 6.21, 8.19
. Defined benefit pension plans . . . . . . . . . . . 6.99
. Defined contribution retirement plans . . . . 5.80
. Derivatives . . . 8.71, 8.115–.116, 8.151–.155
. Entities that calculate NAV per
share . . . . . . . . . . . . . . . . . . 8.25–.26, 8.33–.34
. ESOPs . . . . . . . . . 5.409, 5.421, 5.608, 5.615,
. . . . . . . . . . . . . . . . . 5.628–.629, B-9 at 5.801
. Financial statement disclosures . . . 5.80, 6.99,
. . . . . . . . . . . . . . . . . . . . . . . . . . 7.133, 8.27–.37
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .8.15
. Health and welfare benefit plans . . . . . . . . 7.41,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.133, 8.87
. Hierarchy . . . . . . . . . . . . . . . . . . . . . . . . . . 8.23–.24
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FEE REIMBURSEMENTS . . . . . . . . . . 5.59, 6.66
FIDUCIARIES . . . . . . . . . . .1.32–.33, 2.99–.104,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.121, 5.76
FINANCIAL FUTURES CONTRACTS . . . . . . 8.68
FINANCIAL INSTRUMENTS. see also
investments . . . . . .5.89–.90, 5.484–.485,
. . . . . 6.108–.109, 7.139–.140, 8.89–.90
FINANCIAL REPORTING EXECUTIVE
COMMITTEE (FINREC)
. Accounting, reporting, and auditing . . . . . 5.425
. Accrued liabilities . . . . . . . . . . . . . . . . . . . . . . . 5.67
. Cash balances . . . . . . . . . . . . . . . . . . . . . . . . . .5.16
. Cash equivalents . . . . . . . . . . . . . . . . . . . . . . . 7.35
. Changes in net assets available for
benefits . . . . . . . . . . . 5.69, 5.71, 5.466–.467,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.74, 7.77
. Claims reporting . . . . . . . . . . . . . . . . . . . . . . . . 7.98
. Contributions . . . . . 5.55, 5.57, 6.63–.64, 7.62
. Defined benefit pension plans . . . . . .6.08, 6.18
. Defined contribution retirement plans . . . .5.09,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.100
. Disclosures . . . . . . . . . . 5.78, 5.87–.88, 5.476,
. . . . . . . . . . . . . . . . . . . . . . . . . 6.97, 7.130–.131
. Dividends and capital gains
distribution . . . . . . . . . . . . . . . . . . . . . 6.72, 7.75
. Fair value measurement . . . . . . . . . . . . . . . 5.446
. Financial statements . . . . . . . . . . . . . . . . . . . 5.429
. Floor price protection . . . . . . . . . . . . . . . . . .5.470
. Forfeitures . . . . . . . . . . . . . . . . . . . . . . 5.60, 5.455
. Investments . . . . . . . . . . . . . . . . . . . . . . 7.54, 8.37
. Leveraged ESOPs . . . . . . . . . . . . . . . . . . . . . 5.429
. Master trusts . . . . . . . . . . . . 5.87–.88, 8.46–.47
. Mergers, transfers, and spin-offs . . . . . . 5.100,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.115, 7.145
. Pass-through dividends . . . . . . . . . 5.626, 5.628
. Plan expenses . . . . . . . . . . . . . . . . . . . . . . . . . . 7.86
. Postemployment benefits . . . . . . . . . . . . . . 7.110
. Stop-loss premiums . . . . . . . . . . . . . . . . 7.80–.82
. Wrapper plans . . . . . . . . . . . . . . . . . . . . 7.08, 7.11
FINANCIAL REPORTING PROCESS, AUDIT
PLANNING . . . . . . . . . . . . . . . . . . . . . 2.60–.61
FINANCIAL STATEMENT LEVEL, RISK OF
MATERIAL MISSTATEMENT AT . . . . . 3.04
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Subject Index
FINANCIAL STATEMENTS
. Defined benefit pension plans . . . . . . 6.09–.15,
. . . . . . . . . . . . . . 6.37, 6.95–.114, Appendix E
. Defined contribution retirement
plans . . . . . . 5.11–.12, 5.77–.94, Appendix C
. Derivatives and hedging . . . 5.81, 6.100–.105,
. . . . . . . . . . . . . . . 7.134–.138, 8.72–.74, 8.94
. Disclosures. See disclosures
. ESOPs . . . . . . . 5.425–.429, 5.466, Appendix D
. Fair value . . . . . . . 5.80, 6.99, 7.133, 8.27–.37
. Financial instruments . . . . . . . . . . . . 6.108–.109,
. . . . . . . . . . . . . . . . . . . . . 7.139–.140, 8.89–.90
. Fraud considerations . . . 3.56–.71, Appendix G
. Health and welfare benefit plans . . . . 7.21–.23,
. . . 7.26–.31, 7.54, 7.127–.144, Appendix F
. Investments . . . . . . . . . . . . . . . . 8.84–.95, 8.121
. Master trusts . . . 6.106–.107, 8.44–.47, 8.93
. Notes to . . . . . . 5.79, 5.86, 6.98, 7.132, 8.45
. Prepared using liquidation basis of accounting.
see also liquidation and liquidation
plans . . . . . . . . . . . . . . . . . 5.109, 6.124, 7.155
. Prior period financial statements not
audited . . . . . . . . . . . . . . . . . . . . . . . . . 11.88–.90
. Reconciliation with Form 5500 . . . . . . . . . 10.08
. Risks and uncertainties . . . . . . . . . . 6.110–.114,
. . . . . . . . . . . . . . . . . . . . . 7.141–.144, 8.91–.92
. Supplemental schedules. See supplemental
schedules
FINREC. See Financial Reporting Executive
Committee
FLEXIBLE SPENDING ARRANGEMENTS
(FSA) . . . . . . . . . . . . . . . . . . 7.03, 7.11, 7.131
FLOOR PRICE PROTECTION,
ESOPs . . . . . . . . . . . . . . . 5.470, 5.659–.662
FOREIGN CURRENCY CASH FLOW
HEDGE . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.70
FOREIGN CURRENCY FAIR VALUE
HEDGE . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.70
FOREIGN EXCHANGE CONTRACTS . . . . . 8.68
FORFEITURES
. Defined contribution benefit plans . . . 5.60–.62,
. . . . . . . . . . . . . . . 5.69, 5.77–.78, 5.252–.254
. ESOPs . . . . . . . . . . . . . 5.455–.457, 5.640–.642
. Participant accounts and allocations . . . . 5.612
FORWARD CONTRACTS . . . . . . . . . . . . . . . . . 8.68
. 401(A) PLANS . . . . . . . . . . . . . . . . . . . . . . . . . . 5.95
. 401(H) ACCOUNTS . . . . . . . . . . 6.48–.55, 6.96,
. . . . . . . . . . . . . 6.152, 7.05, 7.55–.58, 7.187
. 401(K) PLANS
. Audit engagement letter
example . . . . . . . . . . . . . . . . . Exhibit 2-5 at 2.43
. Auditor’s report . . . . . . . . . . . . . . . . . . . . . . . 8.173
. ESOPs . . . . . . . . . . . . . . . . .5.404, 5.415, 5.466,
. . . . . . . . . . . . . . . . . . . . . . 5.613, 5.652, 5.664
. 403(b) plans distinguished from . . . 5.95, 5.98
. Investment management
arrangements . . . . . . . . . . . . . . . . . . . . . . . . .8.04
. Plan mergers and spin-offs . . . . . . . . . . . . . 5.493
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FORWARD CONTRACTS—continued
. SEC reporting requirements . . . . . . . . . . . 5.279
. Special purpose framework . . . . . . . .11.26–.34
. Structure of . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.04
. Tax advantages . . . . . . . . . . 5.05, Table at 5.05
. Unmodified opinion . . . . . . . . . . . Table at 11.04,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.25–.34
. 403(B) PLANS
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.04
. As defined contribution
plans . . . . . . . . . . . . . . . . . . . 1.09, Table at 5.05
. Structure of . . . . . . . . . . . . . . . . . . . . . . . .5.95–.98
. Tax status . . . . . . . 9.02–.03, 9.10, 9.22, 9.30
. 457(B) PLANS . . . . . . . . . . . .5.04, Table at 5.05
FRAUD
. Audit completion procedures . . . . . . . . . . . 10.15
. Auditor’s consideration in audit . . . . . 3.56–.71,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Appendix G
. Auditor’s inquiries . . . . . . . . . . . . . . . . . . . . . . .3.26
. Benefit payment risks . . . . . . . . . . . 5.657–.658,
. . . . . . . . . . . . . . . . . . . . . . . . 6.176–.177, 7.206
. Communication with those charged with
governance about . . . . . . . . . . . . . . . . . . . 10.31
. Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.113
. Material misstatement risk evaluation . . . 10.15
FROZEN PLANS. see also termination of
plans
. Defined benefit pension plans . . . . 6.126–.128,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.193–.195
. ESOPs . . . . . . . . . . . . . . . . . . . . . . . . . . 5.667–.670
. Health and welfare benefits . . . . . . .7.234–.236
FSA. See flexible spending arrangements
FULL-SCOPE AUDITS . . . . Exhibit 2-1 at 2.26,
. . . . . . . . . . . . . 2.29, 11.18–.24, 11.46–.52
FULLY BENEFIT-RESPONSIVE INVESTMENT
CONTRACTS . . . . . . 5.39–.45, 5.69, 5.77,
. . . . . . . . . . . . . . . . 5.226–.227, 7.49, 7.130
FUNDING, HEALTH AND WELFARE BENEFIT
PLANS . . . . . . . . . . . . A-22 to A-25 at 7.240
FUNDING WAIVERS . . . . . . . . . . . . . . . . . . . . . . 6.64
FURTHER AUDIT PROCEDURES . . . . .3.30–.49
. Design and performance . . . . . . . . . . . .3.38–.49
. Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.113
. Material misstatement risk identification and
assessment . . . . . . . . 3.30–.34, Table at 3.32
. Risk requiring special audit
considerations . . . . . . . . . . . . . . . . . . . .3.35–.37

G
GAAP. See generally accepted accounting
principles
GAAS. See generally accepted auditing
standards
GAM. See Group Annuity Mortality
GENERAL ACCOUNTING RECORDS . . . . . 1.37
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Employee Benefit Plans

GENERALLY ACCEPTED ACCOUNTING
PRINCIPLES (GAAP)
. Audit planning . . . . . . . . . . . . . . . . . . . . . . . . . . 2.04
. Auditor’s reports . . . . . . . . . . .11.02, 11.81–.83
. Contributions and contributions
receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.58
. Defined benefit pension plans . . . . . 6.08, 6.10,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.14, 6.23
. Defined contribution retirement plans . . . .5.31,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.51
. Disclosures . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.474
. Fair value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.409
. Financial statements prepared using liquidation
basis of accounting . . . .5.109, 6.124, 7.155
. 401(k) plans . . . . . . . . . . . . . . . . . . . . . . 11.26–.34
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.02
. Government entities . . . . . . . . . . . . . . . . . . . . 1.07
. Health and welfare benefit plans . . . 7.20, 7.22,
. . . . . . . . . . . . . . . . . . . . . . . . . . 7.27, 7.30, 7.41
. Internal controls . . . . . . . . . . . . . . . . . . . . . . . . 4.04
. Investments . . . . . . . . 5.619, 5.627–.628, 8.01
. Limited-scope audits . . . . . . . . . . . . . 5.629–.630
. Net assets available for benefits . . . . . . . .5.441
. 103-12 entities . . . . . . . . . . . . . . . . . . . . . . . . . 8.51
. Participant benefits, distributions, and
withdrawals . . . . . . . . . . . . . . . . . . . . . . . . . 5.657
. Participant loans . . . . . . . . . . . . . . . . . . . . . . . .5.51
. Plan termination . . . . . . . . 5.109, 5.496, 5.669,
. . . . . . . . . . . . . . . . . . . . . . . . 6.124, 7.155–.156
. Supplementary information required by
DOL . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.47
. Third-party service provider
reports . . . . . . . . . . . . . . . . . . . . . . . . . . 2.60–.61
. Valuation terminology . . . . . . . . . . . . . . . . . . 5.608
GENERALLY ACCEPTED AUDITING
STANDARDS (GAAS)
. Audit documentation . . . . . . . . . . . . . . . . . . . . 3.55
. Audit limitations . . . . . . . . . . . . . . . . . . . . . . . . 1.23
. Audit planning . . . . . . . . . . . . . . . . . . . . . . 2.01–.02
. Audit reporting . . . . . . . . . . . . . . . . . . . . . . . . 11.03
. Auditor’s professional requirement
categories . . . . . . . . . . . . . . . . . . . . . . 2.08, 2.10
. Defined benefit pension plans . . . . . . . . . . 6.131
. Defined contribution retirement
plans . . . . . . . . . . . . . . . . . . . . . . . . 5.200, 5.282
. ESOPs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .5.600
. Health and welfare benefit plans . . . . . . . . 7.167
. Interpretive publications . . . . . . . . . . . . . . . . . 2.10
. Limited-scope auditing . . . . . . . . . . . . . . . . . 11.58
. Performance materiality . . . . . . . . . . . . . . . . . 3.10
. Related party transactions . . . . . . . . . . . . . 2.106
. Supplementary information . . . . . . . . . . . . .11.47
. Understanding entity, and its environment,
including its internal control . . . . . . . . . . . . 3.26
GIC. See guaranteed investment contracts
GOING CONCERN . . . . . . . . . . . . . . . .2.129–.132
. Auditor’s report . . . . . . . . . . . . . . . . . . . . . . . 11.86
. Defined benefit pension plans . . . . . . . . . . 6.129
. Defined contribution retirement plans . . . 5.111
. ESOPs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .5.501
. Health and welfare benefit plans . . . . . . . . 7.165

AAG-EBP GEN

GOVERNANCE, COMMUNICATION WITH
THOSE CHARGED WITH . . . . . . . 2.31–.38,
. . . . . . . . . . . . . . . . 2.119, 2.123, 10.23–.35
GOVERNMENT ENTITIES, APPLICABILITY
TO . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.04–.07
GOVERNMENT REGULATIONS, GENERALLY.
see also specific regulations . . . 1.15–.19
GROUP ANNUITY MORTALITY (GAM) . . . .6.91
GROUP DEPOSIT ADMINISTRATION (DA)
CONTRACT . . . . . . . . . . . . . . . . . . . . . . . . . 6.35
GUARANTEED INVESTMENT CONTRACTS
(GICs) . . . . . . 5.45–.47, 5.226–.227, 8.67
GUARANTEES . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.77
GUIDANCE UPDATES . . . . . . . . . . . . . Appendix H

H
HARD FREEZE . . . . . . . . . . . . . . . . . . . . . . . . . 6.126
HCEs. See highly compensated employees
HEALTH AND WELFARE BENEFIT PLANS
(H&W PLANS) . . . . . . . . . . . . . . . . . 7.01–.239
. Accounting and reporting . . . . . . . . . . . 7.20–.25
. Accrued liabilities . . . . . .7.73–.74, 7.200–.202
. Accumulated eligibility credits . . . . 7.102–.103
. Administration and operation . . . . . . 7.12, A-16
. . . . . . . . . . . . . . . . . . . . . . . . . . to A-25 at 7.240
. Annual health care process . . . . . . . . .7.16–.17,
. . . . Exhibit 7-1 at 7.17, Appendix A at 7.240
. Arrangement examples . . . . . . . . . . . . 7.18–.25,
. . . . . . . . . . . . . . . . . . . . . . . Appendix B at 7.241
. Audit scope and decision flowchart . . . . . .2.27,
. . . . . . . . . . . . . . . . . . . . . . . . . Exhibit 2-3 at 2.27
. Audit strategy determination . . . . . 7.171–.174
. Auditing considerations . . . . . . . . . . 7.167–.239
. Auditor’s report unmodified
opinion . . . . . . . . . . . . . . Table at 11.04, 11.37
. Benefit obligations . . . 7.88–.124, 7.217–.228
. Benefit payments . . . . . . . . . . 7.78, 7.203–.209
. Cash balances . . . . . . . . 7.33–.37, 7.176–.179
. Changes in benefit obligations . . . . 7.125–.126
. Changes in net assets available for
benefits . . . . . . . . . . . . . . . . . . . . . . . . . . 7.75–.87
. Changes in service providers . . . . . . . . . . 7.166,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.237–.239
. Claims . . . . 7.78, 7.89, 7.91–.98, 7.203–.209
. Components . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.01
. Confidentiality or indemnification
agreements . . . . . . . . . . . . . . . . . . . . . . . . . 7.175
. Contributions . . . . . . . . . 7.59–.62, 7.188–.192
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.12
. Deposits with and receivables from insurance
companies and other service
providers . . . . . . . . . . . .7.66–.70, 7.196–.198
. Derivatives and hedging . . . . . . . . . .7.134–.138
. Fair value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.133
. Financial instruments . . . . . . . . . . . . 7.139–.140
. Financial statements . . . . . . . . . . . . . . . 7.26–.31,
. . . . . . . . . . . . . . . . . . . 7.127–.144, Appendix F
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Subject Index
HEALTH AND WELFARE BENEFIT PLANS
(H&W PLANS)—continued
. 401(h) accounts . . . . . . 6.48–.55, 6.96, 6.152,
. . . . . . . . . . . . . . . . . . . . 7.05, 7.55–.58, 7.187
. Frozen plans . . . . . . . . . . . . . . . . . . . . 7.234–.236
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 7.01–.04
. Going concern . . . . . . . . . . . . . . . . . . . . . . . . 7.165
. HIPAA considerations . . . . . . . . . . . . . . . 7.13–.15
. Insurance premiums . . . 7.79–.83, 7.210–.212
. Internal control
considerations . . . . . . . . . Appendix C at 7.242
. Investments . . . . . . . . . . . 7.38–.54, 7.180–.187
. Liquidation and liquidation
plans . . . . . . . . . . . . . . . . . . . . . . . . . . 7.148–.156
. Mergers, transfers, and
spin-offs . . . . . . . . . . 7.145–.146, 7.230–.233
. Net assets available for benefits . . . . 7.32–.74
. Operating assets . . . . . . . . . . . .7.71–.72, 7.199
. Other receivables . . . . . 7.63–.65, 7.193–.195
. Payroll and demographic data . . . . . . . . . . . 2.49
. Plan expenses . . . . . . . . 7.84–.87, 7.213–.216
. Postemployment benefits . . . . . . . . 7.104–.110
. Postretirement benefit
obligations . . . . . . . . . . 7.24–.25, 7.111–.124
. Premiums due under insurance
arrangement . . . . . . . . . . . . . . . . . . . . 7.99–.101
. Reporting entity . . . . . . . . . . . . . . . . . . . . 7.08–.11
. Risk assessment . . . . . . . . . . . . . . . . . 3.09, 3.53,
. . . . . . . . . . . . . . . . . . . . . . . Appendix C at 7.242
. Risks and uncertainties . . . . . . . . . . 7.141–.144
. Tax considerations . . . 7.159–.164, 9.02–.03,
. . . . . . . . . . . . . . . . . 9.09, 9.11, Table at 9.11,
. . . . . . . . . . . . . . . . . . . . . . . . . . 9.16, 9.18, 9.22
. Termination of plans . . . . . . . . . . . . 7.147–.156,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.234–.236
. Termination of trusts . . . . . . . . . . . . .7.157–.158
. Trust arrangements . . . 7.05–.07, 7.157–.158
. Types . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.03–.04
HEALTH BENEFIT ACCOUNTS . . . . . . 6.48–.55
HEALTH CARE AND EDUCATION
RECONCILIATION ACT
(2010) . . . . . . . . . . . . . . . . . . . . . . A-2 at 7.240
HEALTH CARE PROCESS . . . . . . . . . . 7.16–.17,
. . . . . . . . . . . . . . . . . . . . . . Exhibit 7-1 at 7.17,
. . . . . . . . . . . . . . . . . . . . . Appendix A at 7.240

HIGHLY COMPENSATED EMPLOYEES
(HCEs) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.160
HIPAA. See Health Insurance Portability and
Accountability Act
HITECH. See Technology for Economic and
Clinical Health Act
HRA. See health reimbursement accounts
HSA. See health savings accounts
H&W PLANS. See health and welfare benefit
plans

I
IBNR CLAIMS. See incurred but not reported
(IBNR) claims
IMMEDIATE PARTICIPATION GUARANTEE
(IPG) CONTRACTS . . . . . . . . . . 6.35, 6.149,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.62, 8.143
INCOME TAXES . . . . . . . . . . . . . . . . . . . . . 9.20–.24
INCOME VALUATION APPROACH . . . . . . . 8.20
INCURRED BUT NOT REPORTED (IBNR)
CLAIMS
. Auditing considerations . . . . . . . . . . 7.217–.220
. Benefit obligations . . . . . . . . . . . .7.89, 7.91–.96
. Contributions . . . . . . . . . . . . . . . . . . . . . . 7.61–.62
. Disclosures . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.131
. Postemployment benefits . . . . . . . . . . . . . . 7.110
. Retirement benefit obligations . . . . . . . . . . 7.114
. Terminating plans . . . . . . . . . . . . . . . . . . . . . 7.150
INDEMNIFICATION AGREEMENTS, HEALTH
AND WELFARE BENEFIT PLANS . . . 7.175
INDEPENDENT AUDITORS . . . . . . . .1.02, 1.19,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.97
INDIRECT INVESTMENTS, DISTINGUISHED
FROM DIRECT INVESTMENTS . . . . . . 7.49
INDIRECT LOAN . . . . . . . . . . . . . . . . B-9 at 5.801
INDIVIDUAL SEPARATE ACCOUNTS . . . . . 8.65
INFORMATION TECHNOLOGY
(IT) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.49–.51
INITIAL AUDITS . . . . . . . . . . .2.133–.141, 11.87
INSIDE (EMPLOYER) LOAN . . . . . B-9 at 5.801

HEALTH CARE REFORM . . . . . . . . . . . . . . . A-2 to
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . A-3 at 7.240

INSPECTIONS . . . . . . 2.109, 2.111, 3.20–.22,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . Table at 3.22

HEALTH CLAIMS, SUBSTANTIVE AUDIT
PROCEDURES . . . . . . . . . . . . . . . . . . . . . 7.207

INSURANCE AND INVESTMENT
CONTRACTS . . . . . . . . . . . . . . . . . . . 8.52–.67
. Auditing considerations . . . . . . . . . . 8.142–.145
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.141
. Defined benefit pension plans . . . . . . 6.26–.36,
. . . . . . . . . . . . . . . . . . . 6.72, 6.96, 6.147–.149
. Defined contribution retirement
plans . . . . . . . . . . 5.37–.47, 5.77, 5.226–.227
. Distinguishing between . . . . . . . . . . . . . . . . 8.141
. ESOPs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .5.474
. Financial statement disclosures . . . . . 8.85–.87
. Fully benefit-responsive . . . . . . . . . . . . . 5.39–.45

HEALTH INSURANCE PORTABILITY AND
ACCOUNTABILITY ACT (HIPAA) . . . . 2.43,
. . . . . . . . . . . . . . . . . . 7.13–.15, C-9 at 7.242
HEALTH REIMBURSEMENT ACCOUNTS
(HRA) . . . . . . . . . . . . . . . . . 7.03, 7.11, 7.131
HEALTH SAVINGS ACCOUNTS (HSA) . . . . 7.11
HEDGE FUND INVESTMENTS . . . . 8.159–.160
HEDGING. See derivatives and hedging
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Employee Benefit Plans

INSURANCE AND INVESTMENT
CONTRACTS—continued
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 8.52–.58
. Health and welfare benefit plans . . . . 7.44–.49,
. . . . . . . . . . . . . . . . . . 7.99–.101, 7.130, 7.184
. Mortality or morbidity risk . . . . . . . . . . .6.27–.28
. Risk assessment . . . . . . . . . . . . . . . . . . . . . . 6.148
. Types . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.54–.67
INSURANCE COMPANIES. see also service
organizations
. Defined benefit pension plans . . . . . . . 6.88–.89
. Defined contribution retirement
plans . . . . . . . . . . . . . . . . . . . . . . . . A-11 at 5.800
. Health and welfare benefit
plans . . . . . 7.196–.198, Appendix B at 7.241
. Internal controls . . . . . . . . . . . . . . . . . . . . . . . . 4.15
. Tax status . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .9.16
INSURANCE PREMIUMS . . . . . . . . . . . 7.79–.83,
. . . . 7.99–.101, 7.210–.212, 7.217–.220
INTEREST-BEARING CASH . . . . . . . . . . . . . . 6.18
INTEREST EXPENSE, ESOPs . . . . . 5.643–.646
INTERNAL AUDITORS . . . . . . . . . . . . . . . 2.53–.57
INTERNAL CONTROL . . . . . . . . . . . . . . . 4.01–.28
. Claims payments . . . . . . . . . . . . . . . C-6 at 7.242
. Communication of internal control matters
identified in audit . . . . . . . . . . . . . . . . 10.36–.39
. Communication with those charged with
governance . . . . . . . . . . . . . . . . . . . . . 10.36–.39
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.04
. Defined benefit pension plans . . . . . . . . . .6.134,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.136–.138
. Defined contribution benefit plans . . . . . . 5.203,
. . . . . . . . . . . . . . . . . . . . . . . . 5.205–.207, 5.210
. ESOPs . . . . . . . . . . . 5.603, 5.605–.607, 5.613,
. . . . . . . . . . . . . . . . . . . . . . 5.616, 5.637, 5.658
. Fair value estimates . . . . . . . . . . . . . 8.111–.112
. Health and welfare benefit plans . . . . . . . 7.170,
. . . . . . . . . 7.172, 7.204, 7.209, C-6 at 7.242
. Management override of controls . . . 3.67–.68
. Override of controls . . . . . . . . . . . . . . . . 3.67–.68
. Service organizations . . . . . . . 4.11–.28, 8.107
. Tests of controls . . . 2.51, 3.42–.44, 4.09–.10
. Understanding entity’s . . . . . . . 3.28–.29, 3.37,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.01–.10
INTERNAL REVENUE CODE (IRC) . . . . . . . .3.26
INTERNAL REVENUE SERVICE (IRS)
. Determination letters . . . . 7.10, 7.130, 7.161,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.03, 9.08–.10
. ERISA regulations . . . . . . . . . . . . . . . . . 1.17, 1.23
. ESOPs . . . . . . . . . . . . . . . . .5.439, 5.474, 5.499,
. . . . . . . . . . . . . . . . . . . . . . 5.615, 5.634, 5.636
. Investigations . . . . . . . . . . . . . . . . . . . . . . . . . 10.10
. Nonmatching company contribution . . . . 5.242
. Opinion letters . . . . . . . . . . . . . . . . . . . . . 9.08–.09
. Participant accounts . . . . . . . . . . . . . . . . . . . 5.610
. Plan termination . . . . . . . . . . . . . . . . . . . . . . . 5.104
. Standard plans . . . . . . . . . . . . . . . . . . . . . . . . . 1.31
. Trust termination . . . . . . . . . . . . . . . . . . . . . . 7.159
. Valuation terminology . . . . . . . . . . . . . . . . . . 5.608
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INVESTIGATIONS . . . . . . . . . . . . . . . . . . . . . . 10.10
INVESTMENT ADVISORY
AGREEMENT . . . . . . . . . . . . . . . . . . . . . . . . 8.09
INVESTMENT ASSET RECORDS . . . . . . . . . 1.37
INVESTMENT CONTRACTS. See insurance
and investment contracts
INVESTMENT MANAGERS OR
ADVISERS . . . . . . . . . . . . . . . . . . . . 5.75, 8.09
INVESTMENT-RELATED
RECEIVABLES . . . . . . . . . . . . . . . . 5.59, 6.66
INVESTMENTS . . . . . . . . . . . . . . . . . . . . 8.01–.173
. Audit planning . . . . . . . . . . . . . . . . . . . 8.115–.125
. Auditing considerations . . . . . . . . . .5.216–.228,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.96–.173
. Cash accounts as . . . . . . . . . . . . . . . . . . 7.33–.35
. Common or collective trusts . . . . . . . 8.39–.41,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.135–.136
. Defined benefit pension plans . . . . . . 6.21–.55,
. . . . . . . . . . . . . . . . . . . . . . . . . 6.144–.152, 8.05
. Defined contribution retirement
plans . . . . 5.20–.48, 5.69, 5.77, 5.216–.228
. Derivatives and hedging activities. See
derivatives and hedging
. Direct distinguished from indirect . . . . . . . . 7.49
. ESOPs . . . . . . . . . . . . . 5.438–.442, 5.615–.628
. Financial statement disclosures . . . 5.77, 6.37,
. . . . . . . . . . . . . . . . . . . . . . . . . . 8.84–.95, 8.121
. 401(h) accounts . . . . . . 6.48–.55, 6.96, 6.152,
. . . . . . . . . . . . . . . . . . . . 7.05, 7.55–.58, 7.187
. Fully benefit-responsive contracts . . . 5.39–.45,
. . . . . . . . . . . . . . . . . . . 5.69, 5.77, 5.226–.227
. Further audit procedures . . . . . . . . . . . . . . 8.113
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 8.01–.14
. Health and welfare benefit plans . . . . 7.38–.54,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.180–.187
. Insurance and investment contracts. See
insurance and investment contracts
. Management arrangements . . . . . . . . . 8.04–.14
. Master trusts. See master trusts
. Multiemployer plans . . . . . . . . . . . . . . . . . . . . 8.13
. Nonparticipant-directed . . . . . . . . . . . 5.27, 5.77
. Omnibus accounts . . . . . . . . . . . . . . .5.36, 5.225
. 103-12 entities . . . . . . . . . . . . . . . . . . . . 8.50–.51
. Participant-directed . . . . . . . . . . 5.25–.26, 5.77,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.219–.220
. Presentation of . . . . . . . . . . . . . . . . . . . . . . . . . 7.54
. Private investment funds . . . . . . . . . . . . . . . . 8.48
. Real estate . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.160
. Registered investment companies . . . . . . 5.23,
. . . . . . . . . . . . . . . . . . . 5.69, 8.38, 8.133–.134
. Risk assessment . . . . . . . . . . 8.97–.114, 8.119
. Securities . . . . . . . . . . 8.115–.118, 8.130–.132
. Securities lending . . . . 6.38–.45, 6.66, 6.150,
. . . . . . . . . . . . . . . . . . . . . . . . . . 8.75–.83, 8.162
. Self-directed brokerage accounts . . . 5.28–.31,
. . . . . . . . . . . . . . . . . . . . . . . . 5.210, 5.221–.222
. Separately managed accounts . . . 5.32, 5.223,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.49
. Service organization use . . . 8.08, 8.104–.107
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Subject Index
INVESTMENTS—continued
. Synthetic guaranteed contracts . . . 5.226–.227
. Trust owned life insurance . . . . . . . . . . . . . 7.186
. Trusts. see also master trusts . . . . 5.23, 5.77,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.43, 7.183
. Types . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.03
. Unitized accounts . . . . . . . . . . . 5.33–.35, 5.224
. Valuation . . . . . . . . . . . . . .8.15–.34, 8.123–.125
. Value based on investee’s financial
results . . . . . . . . . . . . . . . . . . . . . . . . 8.163–.165
IPG CONTRACTS. See immediate
participation guarantee (IPG) contracts
IRS. See Internal Revenue Service
IT. See information technology

K
KSOP PLAN
. Changes in net assets available for
benefits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.466
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.404
. Disclosure . . . . . . . . . . . . . . . . . . . . . 5.474, 5.476
. Forfeitures . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.640
. Mergers and spin-offs . . . . . . . . . . 5.493, 5.664
. Participant loans . . . . . . . . . . . . . . . . . . . . . . 5.449
. Rollover contributions . . . . . . . . . . 5.453, 5.639

L
LAWYERS. See legal counsel
LEGAL COUNSEL
. Audit inquiry to . . . . . . . . . . . . . . . . . . . . . . . . 10.12
. Litigation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.11
. Noncompliance . . . . . . . . . . . . . . . . . . 2.119–.120
. As specialist . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.92
LEGAL SETTLEMENTS . . . . . . . . . . . 5.59, 6.66,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.71, 6.166
LETTERS
. Audit engagement . . . . . . . . . . . . . . . . . . 2.39–.43
. Audit inquiry to legal counsel . . . . . . . . . . . 10.12
. Engagement letters . . . . . . . . . . 2.35, 2.39–.43,
. . . . . . . . . . . . . . . . . . Exhibit 2-5 at 2.43, 10.40
. IRS opinion letters . . . . . . . . . . . . . . . . . . 9.08–.09
. IRS tax determination letters . . . . .7.10, 7.130,
. . . . . . . . . . . . . . . . . . . . 7.161, 9.03, 9.08–.10
. Management representation . . . . . . 2.69, 9.28,
. . . . . . . . . . . . . . . 10.22, Exhibit 10-1 at 10.22
. To plan actuaries . . . . . . . . 6.185, Exhibit 6-1 to
. . . . . . . . . . 6-2 at 6.185, 7.220, 7.227–.228,
. . . . . . . . . . . . . . . . . . . . . . . Exhibit 7-2 at 7.228
LEVEL 1 INPUTS . . . . . . . . . . . . . . . . . . . . . . . . 8.23
LEVEL 2 INPUTS . . . . . . . . . . . . . . . . . . . . . . . . 8.23
LEVEL 3 INPUTS . . . . . . . . . . . . . . . . . . . . . . . . 8.23
LEVERAGED ESOP
. Contributions . . . . . . . 5.451–.452, 5.632–.638
. Debt and interest expense . . . . . . . 5.643–.646
. Debt reporting . . . . . . . . . . . . . . . . . . .5.458–.459
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.401
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LEVERAGED ESOP—continued
. Financial statements . . . . . . . . . . . 5.429, 5.431,
. . . . . . . . . . . . . . . . . . . . . . . . 5.462–.463, 5.466
. Generally . . . . . . . . . .5.402, B-4 to B-8 at 5.801
. Investments and related
income . . . . . . . . . . . . . . . . . . . . . . . . 5.626–.627
. Liquidation . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.500
. Participant allocations . . . 5.408, 5.613, 5.655
. Substantive procedures . . . . . . . . . . . . . . . .5.628
. Terminating or frozen plans . . . . . . 5.666–.669
. Unitization . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .5.34
LIABILITIES. See accrued liabilities; other
liabilities
LIFE AND HEALTH INSURANCE
CONTRACTS . . . . . . . . . . . . . . . . . . . . . . . . 6.27
LIMITED PARTNERSHIPS . . . . . . . . . . . . . . 8.160
LIMITED-SCOPE AUDITS
. Audit engagement . . . . . . . . . . . . . . . . . . . . . . 2.30
. Auditor’s reports . . . Table at 11.04, 11.57–.79
. Cash balances . . . . . . . . . . . 5.211–.213, 5.215,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.143, 7.179
. Changes in service providers . . . . . . . . . . 5.276
. ESOPs . . . . . . . . . . . . . . . . . . . . . . . . . . 5.629–.631
. Exemption . . . . . . . . . . . . . . . . . . . . . . . . . 2.22–.26
. Investments . . . . . . . . . . . . . . . . . . . . . 8.166–.173
. Modifications to . . . Table at 11.76, 11.76–.79
. Notes receivable . . . . . . . . . . . . . . . . . . . . . . 5.232
. Self-directed brokerage
accounts . . . . . . . . . . . . . . . . . . . . . . 5.221–.222
. Service organization use . . . . . . . . . . . . . . . . 4.28
. Service provider changes . . . . . . .5.276, 6.198
. Supplemental schedules . . . . . . . 2.30, Table at
. . . . . . . . . . . . . 11.04, 11.61–.63, 11.73–.79
LIQUIDATION AND LIQUIDATION PLANS.
see also termination of plans
. Auditor’s reports . . . . . . . . 5.110, 6.125, 11.85
. Deemed as imminent . . . . 5.106–.110, 6.120,
. . . . . . . . 6.122, 6.125, 7.149, 7.151, 7.153
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.128
. Defined benefit pension plans . . . . . . . . . .5.108,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.120–.125
. Defined contribution pension
plans . . . . . . . . . . . . . . . . . . .5.106–.110, 6.123
. Disclosure requirements . . . . . . . 5.110, 6.125,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.156
. Health and welfare benefit
plans . . . . . . . . . . . . . . . . . . . . . . . . . . 7.148–.156
. Imminent liquidation and . . . . . . . . 6.122, 7.153
. Plan approval . . . . . . . . . . . . . . . . . . . . . . . . . 5.108
LIQUIDATION BASIS OF ACCOUNTING
. Auditing considerations . . . . . . . . . . . . . . . . 10.22
. Defined benefit pension plans . . . . 6.120–.125
. Defined contribution retirement
plans . . . . . . . . . . . 5.106, 5.109–.110, 5.273
. ESOPs . . . . . . . . . . . . . . . . . . . . . . . . . . 5.669–.670
. Financial statements prepared using . . . 5.109,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.124, 7.155
. Health and welfare benefit plans . . . . . . . 7.149,
. . . . . . . . . . . . . . . . 7.151–.152, 7.155, 7.156
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LIQUIDITY SHORTFALLS IN AN
ESOP . . . . . . . . . . . . . B-48 to B-49 at 5.801
LITIGATION . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.11
LOANS
. Allocations in accordance with
ERISA . . . . . . . . . . . . . . . . . . . . . . . . 5.434, 5.436
. Defined contribution plan participant
loans . . . . . . . . 5.49–.51, 5.229–.232, 5.449
. Direct distinguished from
indirect . . . . . . . . . . . . . . . . . . . . . . . B-9 at 5.801
. Employer stock purchase
financing . . . . . . . . . . . . . . . . . . . . . . 5.417–.418
. Master trust participant loans . . . . . . . . . . . 5.48

MATERIAL MISSTATEMENT, RISKS
OF—continued
. Identification and assessment . . . . . . . 3.30–.34
. Investments . . . . . . . . . . . . . . . . . . . . . . . .8.97–.98
. Privately held stock in ESOP plan . . . . . . . 5.617
. Related party relationships and
transactions . . . . . . . . . . . . 2.107, 2.113–.114
MATERIALITY, PLANNING . . .3.07–.11, 8.149
MATRIX PRICING . . . . . . . . . . . . . . . . . . . . . . . . 8.16
MEDICARE PRESCRIPTION DRUG,
IMPROVEMENT, AND MODERNIZATION
ACT (2003) . . . . . . . . . . . . . . . . . . 7.120–.121

LONG-LIVED ASSETS . . . . . . . 5.64, 6.68, 7.72

MEDICARE PRESCRIPTION DRUG
SUBSIDY . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.65

LONG-TERM EXPECTED RATES OF
RETURN . . . . . . . . . . . . . . . . . .6.86–.87, 6.89

MEPs. See multiple employer plans

LOSS CONTINGENCIES . . . . . . . . . . . 10.09–.13

M
MANAGEMENT
. ESOP audit considerations . . . . . . . . . . . . . 5.628
. Fair value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.07
. Noncompliance . . . . . . . . . . . . . . . . . . . . . . . 2.119
. Override of controls . . . . . . . . . . . . . . . . 3.67–.68
. Representation letter . . . . . . 2.69, 9.28, 10.22,
. . . . . . . . . . . . . . . . . . . . . . Exhibit 10-1 at 10.22
. Risk assessment inquiries . . . . . . . . . . 3.16–.17,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Table at 3.22
. Understanding entity, and its environment,
including its internal control . . . . . . . . . . . . 3.26
MANAGEMENT’S SPECIALIST
. Agreement with . . . . . . . . . . . . . . . . . . . . . . . . .2.79
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.65
. Evaluation of work appropriateness . . . . . 2.79,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.87
. Objectivity . . . . . . . . . . . . . . . . . . . . . . . . 2.69, 2.75
. Understanding work of . . . . . . . . . . . . . 2.76–.79
MARKET VALUATION APPROACH . . . . . . . 8.20
MASTER TRUSTS
. Auditing considerations . . . 6.151, 8.137–.140
. Defined . . . . . . . . . . . . . . . . . . . . . . 5.48, 8.42–.43
. Defined benefit pension plans . . . . . . 6.46–.47,
. . . . . . . . . . . . . . . . . . . . . . . . 6.106–.107, 6.151
. Defined contribution retirement plans . . . .5.42,
. . . . . . . . . . . . . . . . . . . . 5.48, 5.86–.88, 5.228
. Financial statement
disclosures . . . . . . . . . . 6.106–.107, 8.44–.47
. Health and welfare benefit plans . . . . 7.50–.51,
. . . . . . . . . . . . . . . . . . . . . . 7.164, 7.185, 7.215
MATERIAL MISSTATEMENT, RISKS OF. see
also risk assessment
. Audit completion procedures . . . . . . . . . . . 10.15
. Claims . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.204
. Communication with those charged with
governance . . . . . . . . . . . . . . . . . . . . . . . . . 10.30
. Fraud consideration . . . . . . . . . . . . . . . . 3.56–.71
. Further audit procedures . . . . . . . . . . . 3.40–.42
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MERGERS, TRANSFERS, AND SPIN-OFFS
. Defined benefit pension plans . . . . 6.115–.116,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.189–.192
. Defined contribution retirement
plans . . . . . . . 5.99–.102, 5.268–.271, 5.493
. ESOPs . . . . . . . . . . 5.493, 5.664, B-50 at 5.801
. Health and welfare benefit
plans . . . . . . . . . . . . . 7.145–.146, 7.230–.233
MISSTATEMENTS. see also material
misstatement, risks of
. Communicating significant findings to those
charged with governance . . . . . . . . 10.29–.30
. Risk assessment . . . . . . . . . . . . . . . . . . . 3.50–.53
MODIFIED CASH BASIS OF
ACCOUNTING . . . . . . . . . . 7.23, 11.27–.34
MODIFIED OPINIONS. see also unmodified
opinions
. Auditor’s specialist . . . . . . . . . . . . . . . . . . . . . .2.94
. Formation . . . . . . . . . . . . . . . . . . . . . . . . 11.11–.14
. Full-scope audits . . . . . . . . . . . . . . . . . . . . . . 11.80
. GAAP departures . . . . . . . . . . . . . . . . . . . . . . 11.83
. Limited-scope audits . . . . . . . . . . . . . . . . . . .11.79
. Prohibited transactions . . . . . . . . . . . . . . . . 11.56
MONEY PURCHASE PENSION
PLANS . . . . . . . .1.09, 5.03, Table at 5.05,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.403
MORTALITY OR MORBIDITY RISK . . .6.27–.28
MORTALITY TABLES AND
PROJECTIONS . . . . . . . . . . . . . . . . . 6.90–.91
MULTIEMPLOYER PLANS
. Auditing considerations . . . . . . . . . .5.243–.246,
. . . . . . . . . . . . . . . . . . 6.160–.164, 6.187–.188
. Auditor’s reports . . . . . . . . . . . . . . . . . . . . . . 11.80
. Communication with those charged with
governance . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.33
. Contributions . . . . . . . . . . . . . . 6.65, 6.160–.164
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.27
. Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.13
. Operating assets . . . . . . . . . . . . . . . . . . . . . . 5.256
. Single employer plans distinguished
from . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.160
. Trusts . . . . . . . . . . . . . . . . . . . . . . . . . . 7.06, 7.215

©2016, AICPA

823

Subject Index
MULTIPLE EMPLOYER PLANS (MEPs)
. Administration and operation . . . . . . 1.25, 1.27
. Communication with those charged with
governance . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.33
. Defined benefit pension plans . . . . 6.160–.164,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.168–.169
. Defined contribution retirement
plans . . . . . . . . . . . . . . . . . . . . . . . . . . 5.243–.246

NONPARTICIPANT-DIRECTED
INVESTMENTS . . . . . . . . . . . . . . . . 5.27, 5.77

MUTUAL FUNDS . . . . . . . . . . . 8.38, 8.133–.134

NOTES RECEIVABLE. See participant loans

N
NAV. See net asset value
NET ASSET VALUE (NAV)
. ESOPs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .5.474
. Per share . . . . . . . . . 8.23, 8.25–.26, 8.33–.34,
. . . . . . . . . . . . . . . . . . . . . . . 8.40, 8.144, 8.165
. Separately managed accounts . . . . . . . . . . 8.49
NET ASSETS AVAILABLE FOR BENEFITS
. Accrued liabilities . . . . . . . 5.65–.67, 6.69–.71,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.73–.74
. Cash balances . . . . . . . . . . 5.16–.19, 6.16–.20,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.33–.37
. Changes in. See changes in net assets
available for benefits
. Contributions . . . . . . . . . . . 5.52–.58, 6.56–.65,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.59–.62
. Defined benefit pension plans . . . . . . . 6.16–.71
. Defined contribution retirement
plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.13–.67
. Deposits with and receivables from insurance
companies and other service
providers . . . . . . . . . . . . . . . . . . . . . . . . 7.66–.70
. ESOP . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.430–.461
. Financial statement disclosures . . . . . . . . . .7.54
. Forfeitures . . . . . . . . . . . . . . . . . . . . . . . . . 5.60–.62
. 401(h) accounts . . . . . . . . . 6.48–.55, 7.55–.58
. Health and welfare benefit plans . . . . . 7.32–.74
. Investments . . . . . . . . . . . . . 5.20–.48, 6.21–.55,
. . . . . . . . . . . . . . . . . . . . . . . 7.38–.54, 8.35–.37
. Operating assets . . . 5.63–.64, 6.68, 7.71–.72
. Other receivables . . . . . . 5.59, 6.66, 7.63–.65
. Participant allocations . . . . . . . 5.14–.15, 5.613
. Participant loans . . . . . . . . . . . . . . . . . . . 5.48–.51
. Reporting . . . . . . . . . . . . . . . . . . . . . . . . 5.13, 7.32
. Rollover contributions . . . . . . . . . . . . . . 5.57–.58
. Statement of . . . 6.14–.15, Table at 6.15, 7.32
NETTING ARRANGEMENTS . . . . . . . . . . . . . 5.90,
. . . . . . . . . . . . . 7.135–.138, 8.75–.77, 8.90
NON-LEVERAGED ESOPs. see also employee
stock ownership plans . . . . . 5.401, 5.450
NONATTEST SERVICES, AUDIT
SCOPE . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.43
NONCOMPLIANCE . . . . 2.116–.123, 9.04–.05
NONCONTRIBUTORY PLANS . . . . . . . . . . . . 1.29
NONDISCRIMINATION
TESTS . . . . . . . . . . Table at 9.11, 9.11–.13
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NONPUBLIC COMPANIES, FAIR VALUE
FINANCIAL STATEMENT
DISCLOSURES . . . . . . . . . . . . . . . . . . . . . . 8.30
NONSTANDARDIZED PROTOTYPE
PLANS . . . . . . . . . . . . . . . . . . . . . . . . . .9.07–.08
NOTES TO FINANCIAL STATEMENTS . . . 5.79,
. . . . . . . . . . . . . . . . . 5.86, 6.98, 7.132, 8.45
NOTIONAL PRINCIPAL . . . . . . . . . . . . . . . . . . 8.68

O
OBJECTIVITY . . . . . . . . . . .2.67, 2.69, 2.74–.75
OBSERVATION, RISK
ASSESSMENT . . .3.20–.22, Table at 3.22
OCBOA. See other comprehensive bases of
accounting
OFFSETTING DERIVATIVES AND
HEDGING . . . . . . . . 5.82–.85, 6.102–.105,
. . . . . . . . . . . . . . . . . . . 7.135–.138, 8.75–.78
OFFSETTING REPURCHASE AGREEMENTS
AND SECURITIES
LENDING . . . . . . 6.102–.105, 7.135–.138,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.75–.78
OFFSHORE PARTNERSHIPS . . . . . . . . . . . .8.160
OMITTED INFORMATION
. Prohibited transactions with parties in
interest . . . . . . . . . . . . . . . . . . . . . . . . . 11.54–.55
. In supplementary schedule . . . . Table at 11.49,
. . . . . . . . . . . . . . . . . . . . . . . . . 11.49–.50, 11.52
OMITTED SCHEDULE, AUDITOR’S
REPORTS . . . . . . . . . . . . . . . . . . 11.51, 11.78
OMNIBUS ACCOUNTS . . . . . . . . . . . 5.36, 5.225
103-12 ENTITIES . . . . . . . . . . . . . . . . . . . 8.50–.51
OPEN ENROLLMENT, AND EMPLOYEE
COMMUNICATION . . . A-7 to A-8 at 7.240
OPERATING ASSETS
. Defined benefit pension plans . . . . . . . . . . . 6.68,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.168–.170
. Defined contribution retirement
plans . . . . . . . . . . . . . . . .5.63–.64, 5.255–.256
. Health and welfare benefit plans . . . . 7.71–.72,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.199
. Multiemployer plans . . . . . . . . . . . . . . . . . . . 5.256
OPERATION AND ADMINISTRATION. See
administration and operation
OPINION, ESOP FAIRNESS . . . . . . . . . . . . .5.448
OPINION LETTERS, IRS . . . . . . . . . . . . . 9.08–.09
OPINION ON FINANCIAL STATEMENTS
. Adverse . . . . . . . . . . . . . . Table at 11.13, 11.21,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . Table at 11.49
. Auditing considerations . . . . . . . . . . . . . . . . . 2.94
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OPINION ON FINANCIAL
STATEMENTS—continued
. Formation of . . . . . . . . . . . . . . 11.02, 11.07–.14
. Full-scope audits . . . . . . . . . . . . . . . . . . 11.20–.21
. Limited-scope audits . . . . . . . . . . . . . . . . . . .11.79
. Qualified . . . . . . . . . . . . . . Table at 11.13, 11.20,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . Table at 11.49
. Unmodified. See unmodified opinions
OPTIONS . . . . . . . . . . . . . . . . .5.413, 5.446, 8.68
OTHER COMPREHENSIVE BASES OF
ACCOUNTING (OCBOA) . . . . . . .6.09, 7.21
OTHER LIABILITIES, ESOPs . . . . . . . . . . . 5.461,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.648–.651
OTHER-MATTER PARAGRAPHS
. DOL information contains errors, omissions, or
inconsistencies . . . . . . . . . . . . . . Table at 11.49
. Full-scope audits . . . . . . . . . . . 11.19–.20, 11.22
. Limited-scope audits . . . . . . . . . . . 11.62, 11.70,
. . . . . . . . . . . . . . . . . 11.75–.78, Table at 11.76
. Prior period financial statements not
audited . . . . . . . . . . . . . . . . . . . . . . . . . 11.88–.90
OTHER RECEIVABLES
. Defined benefit pension plans . . . . . . . . . . . 6.66,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.165–.167
. Defined contribution retirement plans . . . .5.59,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.249–.251
. ESOPs . . . . . . . . . . . . . . . . . . . . . . . . . . 5.450–.454
. Health and welfare benefit plans . . . . 7.63–.65,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.193–.195
OVERALL RESPONSES . . . . . . . . . . . . 3.39, 3.66
OVERRIDE OF CONTROLS . . . . . . . . . . 3.67–.68

P
PARTIAL FREEZE . . . . . . . . . . . . . . . . . . . . . . .6.126
PARTICIPANT ACCOUNTS AND
ALLOCATIONS . . . 5.14–.15, 5.208–.210,
. . . . . . . . . . . . . . . 5.406–.408, 5.432–.436,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.610–.613
PARTICIPANT BENEFITS, DISTRIBUTIONS,
AND WITHDRAWALS,
ESOPs . . . . . . . . . 5.468–.470, 5.652–.658
PARTICIPANT DATA
. Auditing considerations . . . .2.23, 2.48, 2.136,
. . . . . . . . . . . . . . . . . . . . . . . . 5.632, 6.182–.188
. Confidentiality of . . . . . . . 7.13–.15, C-9 to C-10
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 7.242
. Electronic . . . . . . . . . . . . . . . . . . . . . . . . . . . . .6.157
. Health and welfare benefit plans . . . . 7.13–.15,
. . . . . . . . . . 7.224–.228, C-9 to C-10 at 7.242
. Multiemployer plans . . . . . . . . . . . . . 6.160–.162
. Substantive procedures . . . . . . . . . . . . . . . .6.177
PARTICIPANT-DIRECTED BROKERAGE
ACCOUNTS . . . . . . . . . . . . . . . . . . . . . . . . . 5.30
PARTICIPANT-DIRECTED
INVESTMENTS . . . . . . . . . . 5.25–.26, 5.77,
. . . . . . . . . . . . . . 5.219–.220, 5.432, 5.613
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PARTICIPANT LOANS, DEFINED
CONTRIBUTION RETIREMENT
PLANS . . . . 5.48–.51, 5.229–.232, 5.449
PARTICIPANT RECORDS . . . . . . . . . . . . . . . . 1.37
PARTIES IN INTEREST. see also related
parties
. Auditing considerations . . . . 2.96–.104, 2.110,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.125
. Auditor’s report disclosure . . . . . . . . . . . . . 2.125
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.96
. Defined contribution retirement plans . . . 5.267
. ESOPs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .5.492
. Prohibited transactions . . . . . . . . . . . 2.98–.104,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.54–.56
. Understanding entity, and its environment,
including its internal control . . . . . . . . . . . . 3.26
. Understanding entity’s relationships and
transactions . . . . . . . . . . . . . . . . . . . . . . . . . 2.110
PASS-THROUGH DIVIDENDS, ESOP
AUDITS . . . . . . . . . . . . . 5.626, 5.628, 5.654
PATIENT PROTECTION AND AFFORDABLE
CARE ACT (2010) . . . . . . . . . . A-2 at 7.240
PAYROLL DATA FOR AUDIT
PLANNING . . . . . . . . . . . . . . . . . . . . . 2.49–.53
PAYROLL PROCEDURES . . . . . . . . . . 6.163, A-9
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 7.240
PAYROLL PROCESSING COMPANIES. see
also service organizations . . . . . . . . . . 4.15
PAYROLL TESTING
. Audit planning . . . . . . . . . . . . . . . . . . . . . . . . . . 2.48
. Defined benefit pension plans . . . . . . . . . .6.156,
. . . . . . . . . . . . . . . . . . . . . . . . 6.159, 6.162–.163
. Defined contribution retirement
plans . . . . . . . . . . . . . . . . . . . . . . . . 5.239, 5.245
. Health and welfare benefit plans . . . . . . . . 7.191
PBGC. See Pension Benefit Guaranty
Corporation
PENSION BENEFIT GUARANTY
CORPORATION (PBGC) . . . . . . 1.17, 6.59,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.10
PENSION EQUITY PLANS . . . . . . . . .1.11, 6.04,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.186
PENSION PLANS. See defined benefit
pension plans
PENSION PROTECTION ACT
(PPA) . . . . . . . . . . . . . . . . . . . . .6.60–.61, 6.87
PERFORMANCE MATERIALITY . . . . . . . . . . 3.10
PHI. See protected health information
PLAN, DEFINED . . . . . . . . . . . . . . . . . . . . . . . . . 1.08
PLAN AGREEMENT, FINANCIAL STATEMENT
DISCLOSURES . . . . . . . . . . . . . . . . 5.77, 6.96
PLAN AMENDMENTS . . . . . . 5.77, 6.83, 6.96,
. . . . . . . . . . . . . . . . 6.126–.128, 7.122–.123
PLAN EVENTS, RECOGNITION
OF . . . . . . . . . . . . . . . . . . . 7.122–.124, 7.129
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Subject Index
PLAN EXPENSES. See expenses
PLAN INSTRUMENTS . . . . . . . . . . . . . . . . . . . . 1.31
PLAN SPONSORS
. Audit planning . . . . . . . . . . . . . . . . . . . . . . . . . . 2.60
. Coordination of audits . . . . . . . . . . . . . . . . . . 2.48
. Defined benefit pension plans . . . . . A-3 and A-4
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 6.200
. Defined contribution retirement
plans . . . . . . . . . . . . . 5.75, A-8 to A-9 at 5.800
. Direct assistance from . . . . . . . . . . . . . . . . . . 2.57
. ESOPs . . . . . . . . . . . . . . . . B-10 to B-12 at 5.801
. Service organization transactions . . . . . . . . 2.64
PLAN TERMINATION. See termination of
plans
PLANNING. See audit planning
POOLED SEPARATE ACCOUNTS (PSAs)
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.66
. Defined contribution retirement plan
investments . . . . . . . . . . . . . . . . . . . . . . . . . . 5.37
. Fully benefit-responsive investment
contracts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.42
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .5.23
. Health and welfare benefit plans . . . . . . . . . 7.49
. Substantive audit procedures . . . . .8.144–.145
POSTEMPLOYMENT BENEFITS, HEALTH AND
WELFARE BENEFIT
PLANS . . . . . . . . . 7.104–.110, 7.221–.223
POSTRETIREMENT BENEFITS, HEALTH AND
WELFARE BENEFIT PLANS . . . . 7.24–.25,
. . . . . . . . . . . . . . . . 7.111–.124, 7.224–.228
PPA. See Pension Protection Act
PREDECESSOR AUDITORS . . . . . . 2.134–.135,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.184
PREMIUM DEFICITS, HEALTH AND WELFARE
BENEFITS PLANS . . . . . . . . . . . . . . . . . . 7.101
PREMIUMS . . . . . . . . . . . . . . 7.66–.70, 7.79–.83,
. . . . 7.99–.101, 7.210–.212, 7.217–.220
PRESENTATION, FAIR, OF AUDITING
REPORT . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.08
PRINCIPAL AND INTEREST METHOD,
ESOPs . . . . . . . . . . . . . . . . . . . . . 5.420, 5.451
PRINCIPAL ONLY METHOD, ESOPs . . . . 5.420
PRIOR PERIOD FINANCIAL STATEMENTS
NOT AUDITED . . . . . . . . . . . . . . . . . 11.88–.90
PRIOR YEAR
. Accumulated plan benefits and participant
census data . . . . . . . . . . . . . . . . . . . . . . . . . 6.184
. Limited-scope audit in . . . . . . . . . . . . 11.65–.67,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.70–.71
PRIVACY . . . . 7.13–.15, C-9 to C-10 at 7.242
PRIVATE EQUITY FUNDS . . . . . . . . . . . . . . . 8.160
PRIVATE INVESTMENT FUNDS . . . . . . . . . . 8.48
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PRIVATELY HELD STOCK IN ESOP
. Audit considerations . . . . . . 5.627–.628, 5.629
. Distribution of . . . . . . . . . . . . . . . . . . . . . . . . . 5.652
. Frozen plans . . . . . . . . . . . . . . . . . . . . . . . . . . 5.667
. Material misstatement risk . . . . . . . . . . . . . 5.617
. Valuation of . . . . . . . . . . . . . . . . . . . . 5.604, 5.624
PROFESSIONAL JUDGMENT . . . . 1.02, 2.137,
. . . . . . . . . . . . . . 3.02, 3.08, Table at 11.13
PROFIT SHARING PLANS . . . . . . . . . 1.09, 5.03,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . Table at 5.05
PROHIBITED TRANSACTIONS
. Auditor’s report . . . . . . . . . . . . . . . . . . . 11.53–.56
. ESOPs . . . . . . . . . 5.461, 5.492, 5.627, 5.648,
. . . . . . . 5.650, 5.669, B-28 to B-39 at 5.801
. Financial statement disclosure
effects . . . . . . . . . . . . . . . . . . . . . . . . 2.121–.122
. Related party and party in interest
transactions . . . . . . . . . . . . . . . . . . . . 2.98–.104
PROPERTY AND EQUIPMENT . . . . . . 5.63–.64,
. . . . . . . . . . . . . . . . . . . . . . . 5.255–.256, 6.68,
. . . . . . . . . . . . . . . . . . . 6.168–.170, 7.71–.72
PROTECTED HEALTH INFORMATION
(PHI) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.14
PROTOTYPE PLANS . . . . . . . . . . . . . . . . 9.07–.08
PSA. See pooled separate accounts
PUBLIC COMPANY ACCOUNTING OVERSIGHT
BOARD (PCAOB)
. Auditor’s reports . . . . . . . . . . . . . . . . . . . . . . . 1.24
. SEC reporting requirements . . . . . . . . . . . . 1.20,
. . . . . . . . . . . . 5.280–.282, 11.03, 11.40–.42
PUBLIC CORPORATIONS, DEFINED AS
GOVERNMENT ENTITY . . . . . . . . . . . . . .1.06
PUBLICATIONS, INTERPRETIVE . . . . . . . . . 2.10
PURCHASE RATES AS OF THE BENEFIT
INFORMATION DATE . . . . . . . . . . . 6.88–.89
PUT OPTIONS, ESOPs . . . . . . . . . 5.413, 5.446,
. . . . . . . . . . . . . . . . . . . 5.653, 5.656, B-23 to
. . . . . . . . . . . . . . . . . . . . . . . . . . . B-24 at 5.801

Q
QDRO. See qualified domestic relation orders
QUALIFIED APPRAISAL, ESOPs . . . . . . . . . . . B-9
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 5.801
QUALIFIED APPRAISER, ESOPs . . . . . . . 5.444,
. . . . . . 5.473, 5.624, 5.628, B-9 at 5.801
QUALIFIED DOMESTIC RELATION ORDERS
(QDRO) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.656
QUALIFIED OPINIONS . . . . . . . . Table at 11.13,
. . . . . . . . . . . . . . . . . . . 11.20, Table at 11.49
QUALIFIED REPORTS . . . . . . . . . . .11.52, 11.54
QUALIFIED RETIREMENT PLANS . . . 9.02–.03,
. . . . . . . . . . . . . . . . . . . . . . . . . 9.15, 9.27, 9.29
QUALIFYING EMPLOYER SECURITIES, ESOP
INVESTMENT IN . . . . . . . . . . . 5.438, 5.615
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Employee Benefit Plans

QUALITY CONTROL
. Client acceptance and
continuance . . . . . . . . . . . . . . . . . . . . . . 2.11–.16
. Review, audit engagement . . . . . . . . . . 2.17–.18

R
RAP. See remedial amendment period
REAL ESTATE INVESTMENTS . . . . . . . . . . 8.160
REBALANCING OF ESOP . . . . . . . . . . . . . . . 5.408
REBATES . . . . . . . . . . . . . . . . . . . . . . . . 7.64, 7.131
RECOGNITION OF PLAN
EVENTS . . . . . . . . . . . . . . 7.122–.124, 7.129
RECONCILIATIONS . . . . . . 1.37, 5.210, 5.237,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.613
RECORDKEEPERS
. Changes in . . . . . . . 5.112, 5.275–.277, 6.130,
. . . . . . . . . . . 6.197–.199, 7.166, 7.237–.239
. Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.14
. Recordkeeper statements . . . . . . . . . . . . . . . 1.37
RECORDKEEPING COMPANIES. see also
service organizations . . . . . . . . 4.15, 4.19
RECORDS AND RECORDKEEPING. see also
financial statements
. Accounting . . . . . . . . . . . . . . . . . . . . . . . . 1.35–.37
. Defined benefit pension plans . . . . . . . 6.07, A-5
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 6.200
. Defined contribution retirement plans . . . .5.08,
. . . . . . . . . . . . . . . . . . . 5.48–.51, A-10 at 5.800
. ERISA requirements . . . . . . . . . . . . . . . 5.08, 6.07
. ESOPs . . . . . . . . . . . . . . . . . . . 5.423–.424, 5.435
. Health and welfare benefit plans . . . . . . . 7.190,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.208, 7.225
. Inspection of related party . . . . . . 2.109, 2.111
. Participant loans . . . . . . . . . . . . . 5.48, 5.49–.51
REFUNDS . . . . . . . . . . . . . . . . . . . . . . . . 7.64, 7.131
REGISTERED INVESTMENT COMPANIES
(RIC) . . . . . . 5.23, 5.69, 8.38, 8.133–.134
RELATED PARTIES. see also parties in
interest
. Audit engagement team
communication . . . . . . . . . . . . . . . . . . . . . . 2.112
. Auditing considerations . . . . 2.95, 2.105–.114
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.95
. Expenses paid to . . . . . . . . . . . . . . .5.267, 6.181
. Financial statement disclosures . . . . 5.77, 6.96
. Inspections of records or
documents . . . . . . . . . . . . . . . . . . . 2.109, 2.111
. Material misstatement risk
response . . . . . . . . . . . . . . . . . . . . . . 2.113–.114
. Prohibited transactions . . . . . . . . . . . . . . . . 11.56
. Understanding entity’s relationships and
transactions . . . . . . . . . . . . . . . . . . . 2.107–.109
RELEVANT ASSERTIONS. See assertions
REMEDIAL AMENDMENT PERIOD
(RAP) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .9.08
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REPORTING ENTITY, HEALTH AND WELFARE
BENEFIT PLANS . . . . . . . . . . . . . . . . 7.08–.11
REPORTING REQUIREMENTS, GENERALLY.
see also auditor’s reports; financial
statements . . . . . . . . . . . . . . . . . . . . . 1.13–.21
REPRESENTATIONS
. Audit completion procedures . . . . . . . . . . 10.10,
. . . . . . . . . . . 10.16–.22, Exhibit 10-1 at 10.22
. Auditing considerations . . . . . . . . . . 2.69, 2.120
. Tax status . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .9.28
REPURCHASE AGREEMENTS
. Derivatives . . . . . . . . . . . . . . . . . . . . . . . . .5.82–.85
. ESOPs . . . . . . . . . . . . . . . . B-25 to B-27 at 5.801
. Offsetting . . . . . . . . . .6.102–.105, 7.135–.138,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.75–.78
REPURCHASE LIABILITY (REPURCHASE
OBLIGATION) . . . . . . . . . . . . . . . B-9 at 5.801
RESHUFFLING OF ESOP . . . . . . . . . . . . . . . 5.408
RETIRED LIFE FUND . . . . . . . . . . . . . . . . . . . . . 8.62
RETIRED PENSIONER MORTALITY
(RP) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.91
RETIREE CONTRIBUTIONS . . . . . . A-14 to A-15
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 7.240
REVENUE FROM CONTRACTS WITH
CUSTOMERS . . . . . . . . Update 5-1 at 5.64,
. . . . . . . . . . . . . . . . 6.68, Update 7-1 at 7.72
REVENUE SHARING, PLAN
EXPENSES . . . . . . . . . . . . . . . . . . . . . . . . . . 5.75
RIC. See registered investment companies
RIGHTS OF SETOFF . . . . . . . . . . . . . . . . . . . . 7.136
RISK ASSESSMENT . . . . . . . . . . . . . . . . . 3.01–.71
. Audit documentation . . . . . . . . . . . . . . . .3.54–.55
. Claims payments . . . . . . . . . . 7.204, Appendix C
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 7.242
. ESOPs . . . . . . . . . . . . . . . . . . . 5.609, 5.616–.618
. Fraud . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.56–.71
. Further audit procedures . . . . . . . . . . . 3.30–.49
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 3.01–.06
. Health and welfare plans . . . . . . . . . 7.167–.170
. Initial audits . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.138
. Investment contracts . . . . . . . . . . . . . . . . . . 6.148
. Investments . . . . . . . . . . . . . . . 8.97–.114, 8.119
. Misstatement evaluation. see also substantive
procedures . . . . . . . . . . . . . . . . . . . . . . .3.50–.53
. Noncompliance . . . . . . . . . . . . . . . . . . . . . . . 2.120
. Planning materiality . . . . . . . . . . . . . . . . .3.07–.11
. Related party relationships and
transactions . . . . . . . . . . . . . . . . . . . . . . . . . 2.108
. Understanding entity, and its environment,
including its internal control . . . . . . . 3.12–.29,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.37
RISKS AND UNCERTAINTIES
. Defined benefit pension plans . . . . 6.110–.114
. Defined contribution retirement
plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.91–.94
. ESOPs . . . . . . . . . . . . . . . . . . . 5.474, 5.486–.490
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Subject Index
RISKS AND UNCERTAINTIES—continued
. Financial statement
disclosures . . . . . . 6.110–.114, 7.141–.144,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.91–.92
. Health and welfare benefit
plans . . . . . . . . . . . . . . . . . . . . . . . . . . 7.141–.144
. Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.06
ROLLOVER CONTRIBUTIONS . . . . . . 5.57–.58,
. . . . . . . . . . . . . . . . 5.69, 5.99, 5.247–.248,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.453, 5.639
RP. See retired pensioner mortality

SERVICE ORGANIZATION CONTROL
REPORTS. See SOC 1 reports
SERVICE ORGANIZATIONS
. Auditing considerations . . . . . . . . . . . . . . . . . 2.64
. ESOPs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .5.502
. Internal control . . . . . . . . . . . . . 4.11–.28, 8.107,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Appendix B
. Investment activities . . . . . . . 8.08, 8.104–.107
. Revenue sharing, plan expenses . . . . . . . . . 5.75
. Transactions processed by . . . . . . . . . . . . . .2.64
SERVICE PROVIDERS. See third-party service
providers

S

SETTLEMENT TYPE RATE . . . . . . . . .6.88, 6.89

S CORPORATIONS, ESOPs . . . . 5.405, 5.411,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.466, 5.472

SETTLOR FUNCTIONS . . . . . . . . . . . . . . . . . . . 5.74
SHARE RELEASE METHOD, ESOPs . . . .5.420,
. . . . . . . . . . . . . . . . . . . . 5.451, 5.612, 5.643

SARBANES-OXLEY ACT (SOX)
(2002) . . . . . . . . . . . . 1.20–.21, 1.24, 2.43,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.280–.281

SIGNIFICANT FINDINGS FROM
AUDIT . . . . . . . . . . . . . . . . . . . . . . . . . 10.27–.35

SAVINGS PLANS . . . . . . . . . . . . . . . . . . 1.09, 1.20

SIGNIFICANT RISK . . . . . . . . . . . . . . . . . . 3.35–.36

SCHEDULE OF CHANGES MADE TO THE TEXT
FROM PREVIOUS EDITION . . . . Appendix I

SIMPLE PLANS . . . . . . . . . . . . . . . . .Table at 5.05

SCOPE OF AUDIT. See audit scope
SECURED BORROWINGS . . . . . . . . . . . . . . . . 6.39
SECURITIES. see also
investments . . . 8.115–.118, 8.130–.132
SECURITIES ACT OF 1933 (THE 1933
ACT) . . . . . . . . . . . . . . . . . . . . . . . . . 5.278–.279
SECURITIES AND EXCHANGE COMMISSION
(SEC)
. Defined contribution retirement plan reporting
requirements . . . . . . . . . . . . . . . . . . 5.278–.283
. ERISA reporting requirements . . . . . . . 1.20–.21
. ESOP requirements . . . . . . . . . . . . . .5.35, 5.424
. Reporting requirements . . . . . . . . . . . . . . . . 11.24
SECURITIES EXCHANGE ACT (THE 1934
ACT) . . . . . . . . . . . . . . . . . 1.20, 5.278, 5.283
SECURITIES LENDING
. Arrangements . . . . . . . . . . . . . . . . 8.79–.83, 8.95
. As asset available for benefits . . . . . . 6.38–.45,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.66
. Audit procedures . . . . . . . . . . . . . . .6.150, 8.162
. Collateral . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.38
. Financial statement disclosures . . . . . 5.82–.85
. Offsetting . . . . . . . . . .6.102–.105, 7.135–.138,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.75–.78
. Selling or repledging . . . . . . . . . . . . . . . 6.40–.42
SELF-DIRECTED ACCOUNTS . . . . . . . . . . . . 8.04
SELF-DIRECTED BROKERAGE
ACCOUNTS . . . . . . . . . . . . 5.28–.31, 5.210,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.221–.222
SELF-FUNDED PLANS . . . . . . . . . . . . . . . . . . . 1.34
SEPARATE ACCOUNTS . . . . . 8.63–.66, 8.144
SEPARATE-SEPARATE ACCOUNTS . . . . . . 8.65
SEPARATELY MANAGED ACCOUNTS . . . 5.32,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.223, 8.49
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SINGLE EMPLOYER PLANS . . . . . . . . 1.25–.26,
. . . . . . . . . . . . . . . . . . . . . . 2.33, 5.243, 6.160
SMALL PENSION PLAN AUDIT WAIVER
(SPPAW) . . . . . . . 2.27, Exhibit 2-4 at 2.27
SOA. See Society of Actuaries
SOC 1 REPORTS
. Bank trust departments . . . . . . . . . . . . . . . . . 4.28
. Benefit distributions . . . . . . . . . . . . 5.262, 6.177
. Claims or benefit payments . . . . . . . . . . . . . 4.27
. Communication of internal control matters
identified in audit . . . . . . . . . . . . . . . . . . . . .10.37
. Communication with those charged with
governance . . . . . . . . . . . . . . . . . . . . . . . . . 10.37
. Type 2 reports . . . . . 4.21, 4.23, 8.128, 10.37
. Use and evaluation of . . . 4.24–.26, Appendix B
SOCIETY OF ACTUARIES (SOA) . . . . . . . . . 6.91
SOFT FREEZE . . . . . . . . . . . . . . . . . . . . . . . . . . 6.126
SOURCE DATA RELIABILITY . . . . . . . . 2.85–.86
SOX. See Sarbanes-Oxley Act
SPECIAL PURPOSE
FRAMEWORK . . . . . . . . . . . . . . . . . 11.26–.34
SPECIALISTS . . . . . . . . . . . . . . . . . . . . . . . 2.65–.94
. Agreement with . . . . . . . . . . . . . . . . . . . . 2.78–.79
. Audit planning . . . . . . . . . . . . . . . . . . . . . . 2.58–.59
. For auditors. See auditor’s specialist
. Auditor’s report effects . . . . . . . . . . . . . 2.93–.94
. Background . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.65
. Decision to use work of . . . . . . . . . . . . .2.66–.94
. ESOP engagement . . . . . . . . . . . . . . 5.620–.625
. Evaluation of work adequacy . . . . . . . . 2.80–.86
. Evaluation of work appropriateness . . . . . 2.79,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.87
. Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.103
. For management. See management’s specialist
. Qualifications . . . . . . . . . . . . . . . . . . . . . . 2.67–.75
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SPECIALISTS—continued
. Types . . . . . . . . . . . . . . . . . . . . . . . 2.65, 2.88–.92
. Understanding work of . . . . . . . . . . . . . 2.76–.79
SPIN-OFFS. See mergers, transfers, and
spin-offs
SPPAW. See small pension plan audit waiver
STANDARDIZED PROTOTYPE
PLANS . . . . . . . . . . . . . . . . . . . . . . . . . .9.07–.08
STATEMENT OF CASH FLOWS . . . . 5.18, 6.19
STATEMENT OF CHANGES IN NET ASSETS
AVAILABLE FOR BENEFITS . . . . 5.68–.76,
. . . . . 6.14–.15, Table at 6.15, 6.72–.78,
. . . . . . . . . . . . . . . . . . . . 6.94, 7.75–.87, 8.37
STATEMENT OF NET ASSETS AVAILABLE
FOR BENEFITS . . . . . . . . . . 6.14–.15, Table
. . . . . . . . . . . . . . . . . . . . . . . . . . . . at 6.15, 7.32
STOCK BONUS PLANS. see also employee
stock ownership plans . . . . . . . 1.09, 5.03,
. . . . . . . . . . . . . Table at 5.05, 5.400, 5.403
STOP LOSS . . . . . . . . . . . . . . . . . 7.80–.83, 7.131
SUBCUSTODIAL AGREEMENTS . . . . . . . . . .8.10
SUBCUSTODIAL ARRANGEMENTS . . . . . 8.108
SUBSEQUENT EVENTS . . . . . . . . 5.491, 5.670,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.14
SUBSIDIES . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .7.65
SUBSTANTIAL DOUBT, AND GOING
CONCERN . . . . . . . . . . . . . . . . . . . . . . . . . 2.132
SUBSTANTIVE PROCEDURES
. Accrued liabilities . . . . . . . 5.259, 6.173, 7.202
. Accumulated plan benefits . . . . . . . . . . . . . 6.184
. Alternative investments . . . . . . . . . . . . . . . . 8.160
. Benefit payments . . . . . . . . . . . . . . . . . . . . . . 6.177
. Cash balance and pension equity
plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .6.187
. Cash balances . . . . 5.214–.215, 6.142, 7.179
. Claims payable, IBNR claims, and premiums
due to insurance entities . . . . . . . . . . . . . 7.219
. Common or collective trusts . . . . . . . . . . . 8.136
. Contributions . . . . . . 5.237–.246, 5.635–.636,
. . . . . 6.155–.156, 6.160–.164, 7.190–.192
. Debt and interest expense . . . . . . . . . . . . . 5.646
. Defined benefit pension plans . . . . . . . . . .6.134,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.136–.138
. Defined contribution retirement
plans . . . . . . 5.216–.228, 5.237–.246, 5.270
. Deposits with and receivables from insurance
companies and other service
providers . . . . . . . . . . . . . . . . . . . . . . . . . . . .7.198
. Derivatives . . . . . . . . . . . . . . . . . . . . . . 8.150–.155
. Eligibility credits . . . . . . . . . . . . . . . . . . . . . . . 7.223
. Employer advances . . . . . . . . . . . . . . . . . . . 5.651
. Floor price protection . . . . . . . . . . . . . . . . . .5.662
. Forfeitures . . . . . . . . . . . . . . . . . . . . . 5.254, 5.642
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 3.45–.49
. Health claims . . . . . . . . . . . . . . . . . . . . . . . . . 7.207
. Insurance and investment
contracts . . . . . . . . . . . . . . . . . . . . . . 8.142–.145
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. Insurance premiums . . . . . . . . . . . . . . . . . . . 7.212
. Investments . . . . . . . . . . . . . 5.216–.228, 5.628,
. . . . . 6.146–.152, 7.182–.187, 8.128–.162
. Master trusts . . . . . . . . . . . . . . . . . . . . 8.137–.140
. Mergers, transfers, and spin-offs . . . . . . 6.191,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.232–.233
. Multiemployer plans . . . . . . . . . . . . . 6.160–.164
. Mutual funds . . . . . . . . . . . . . . . . . . . . . . . . . . 8.134
. Notes receivable . . . . . . . . . . . . . . . . . . . . . . 5.231
. Operating assets . . . . . . . . . . . . . . . . . . . . . . 6.170
. Other receivables . . . . . . . 5.251, 6.167, 7.195
. Participant accounts and
allocations . . . . . . . . . . . . . . . . . . . 5.210, 5.613
. Participant benefits, distributions, and
withdrawals . . . . . . . . . . . . . . . . . . 5.262, 5.658
. Participant data . . . . . . . . . . . . . . . . . 7.226–.227
. Plan expenses . . . . . . . . . . 5.266, 6.180, 7.215
. Postemployment benefits . . . . . . . . . . . . . . 7.223
. Postretirement benefits . . . . . . . . . . 7.226–.227
. Registered investment companies . . . . . . 8.134
. Rollover contributions . . . . . . . . . . . . . . . . . 5.248
. Securities . . . . . . . . . . . . . . . . . . . . . . . 8.130–.132
. Service provider changes . . . . . . 5.277, 5.673,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.199, 7.239
. Tax status . . . . . . . . . . . . . . . . . . . . . . . . . 9.27–.30
. Terminating or frozen plans . . . . 5.670, 6.195,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.236
. Welfare claims . . . . . . . . . . . . . . . . . . . . . . . . 7.208
SUPPLEMENTAL SCHEDULES
. ERISA and DOL requirements . . . . . 1.22, 2.29,
. . . . . . . . . . . . . . . . 2.124–.125, 11.18, 11.25
. Full-scope audits . . . . . . . 2.29, 11.18–.19–.24,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.46–.52
. Information contains errors, omissions, or
inconsistencies . . . . . . . . . . . . . Table at 11.49,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.49–.50
. Limited-scope audits . . . . 2.30, Table at 11.04,
. . . . . . . . . . . . . . . . . . . . . 11.61–.63, 11.73–.79
. Prohibited transactions . . . . . . . . . . . . . . . . 2.122
SUSPENSE ACCOUNT . . . . . . . . . . . 5.419, 6.17
SWAPS . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.68
SYNTHETIC GUARANTEED INVESTMENT
CONTRACTS . . . . . .5.45–.47, 5.226–.227

T
TARGET BENEFIT PLANS . . . . . . . . 1.09, Table
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 5.05
TAX COMPLIANCE TESTING . . . . . . . . . . . . .9.29
TAX DETERMINATION LETTERS, IRS . . . 7.10,
. . . . . . . . . . . 7.130, 7.161, 9.03, 9.08–.10
TAX POSITION, DEFINED . . . . . . . . . . . . . . . . 9.23
TAX-QUALIFIED DEFINED CONTRIBUTION
RETIREMENT PLANS . . . . . . . . . . . 5.03–.05
TAX-SHELTERED ANNUITIES . . . . . . . . . . . 5.04,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . Table at 5.05
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Subject Index
TAX STATUS . . . . . . . . . . . . . . . . . . . . . . . . 9.01–.30
. Auditing considerations . . . . . . . . . . . . . 9.25–.30
. Defined benefit pension plans . . . . . . . . . . . 6.96
. Defined contribution retirement plans . . . . 5.77
. ESOPs . . . . . . . . . . . . 5.05, 5.451, B-10 to B-16
. . . . . . . . . . . . . . . . . and B-46 to B-47 at 5.801
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 9.01–.10
. Health and welfare benefit
plans . . . . . . . . . . . . . . . . . . . . . . . . . . 7.159–.164
. Income taxes . . . . . . . . . . . . . . . . . . . . . . 9.20–.24
. Operating tests for plan
qualification . . . . . . . . Table at 9.11, 9.11–.13
. Unrelated business taxable
income . . . . . . . . . . . . . 7.159, 9.02, 9.14–.19
TECHNOLOGY FOR ECONOMIC AND
CLINICAL HEALTH ACT
(HITECH) . . . . . . . . . . . . . . . . . . . C-9 at 7.242
TERMINATION OF PLANS. see also frozen
plans; liquidation and liquidation plans
. Auditor’s reports . . . . . . . . . . . . . . . . . . 11.84–.85
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.117
. Defined benefit pension plans . . . . 6.117–.125,
. . . . . . . . . . . . . . . . . . . 6.193–.196, 11.84–.85
. Defined contribution retirement
plans . . . . . . . . . . . . . 5.103–.110, 5.272–.274
. ESOPs . . . . . . . . . . . . 5.494–.500, 5.665–.670,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . B-50 at 5.801
. Health and welfare benefits . . . . . . 7.147–.156,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.234–.236
TERMINATION OF TRUSTS, HEALTH AND
WELFARE BENEFIT
PLANS . . . . . . . . . . . . . . . . . . . . . . . 7.157–.158
TESTS OF CONTROLS . . . . . . . 2.51, 3.42–.44,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.09–.10
THIRD-PARTY ADMINISTRATORS . . . . . . . 2.52,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.140, 8.13
THIRD-PARTY PRICING SOURCES . . . . .8.117,
. . . . . . . . . . . . . . . . . . . . . . 8.132, 8.152–.153
THIRD-PARTY SERVICE PROVIDERS
. Annual contract negotiations
with . . . . . . . . . . . . . . . . . . . . A-4 to A-6 at 7.240
. Audit planning . . . . . . . . . . . . . . . . . . . . . . 2.60–.61
. Benefit and claims payments . . . . . . . . . . . 7.209
. Changes in . . . . . . . . . . . . . . . 7.166, 7.237–.239
. Defined benefit pension plans . . . . 6.05, 6.130,
. . . . . . . . . . . . . . . . . 6.197–.199, A-3 at 6.200
. Defined contribution retirement plans . . . .5.06,
. . . . . . . . . . 5.112, 5.275–.277, A-8 at 5.800
. Deposits with and other receivables
from . . . . . . . . . . . . . . . . 7.66–.70, 7.196–.198
. ESOP changes . . . . . . . . . . . 5.658, 5.671–.673
. Health and welfare benefit plans . . . . . . . . 7.166
. Initial audits . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.140
. Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.114
. Plan expense allowances . . . . . . . . . . . . . . 7.215
. Risk assessment inquiries . . . . . . . . . . . . . . . 3.17
. Transactions processed by . . . . . . . . . . . . . .2.64
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THOSE CHARGED WITH GOVERNANCE
. Audit communication . . . . . . . 2.31–.38, 2.119,
. . . . . . . . . . . . . . . . . . . . . . . . . 2.123, 10.23–.35
. Audit completion procedures . . . . . . 10.23–.35
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . 2.32, 10.25
THRIFT PLANS . . . . . . . . . . . . . . . . . . . . 1.09, 5.05
TOLERABLE MISSTATEMENT,
DEFINED . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.10
TOLI. See trust owned life insurance
TRADE DATE . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.68
TRANSFERS. See mergers, transfers, and
spin-offs
TRUE-UP CONTRIBUTIONS . . . . . . . . . . . . .5.236
TRUST OWNED LIFE INSURANCE
(TOLI) . . . . . . . . . . . . . . . . . . . 7.52–.53, 7.186
TRUST STATEMENTS . . . . . . . . . . . . . 1.37, 3.26
TRUST TERMINATION . . . . . . . . . . . .7.157–.158
TRUSTEES. see also third-party service
providers
. Changes in . . . . . . . 5.112, 5.275–.277, 6.130,
. . . . . . . . . . . . . . . . 6.197–.199, 7.166, 11.72
. Defined contribution retirement
plans . . . . . . . . . . . . . . . . . . . . . . . . A-11 at 5.800
. Investments . . . . . . . . . . . . . . . . . . . . . . . .8.11–.12
TRUSTS. see also common or collective
trusts; master trusts . . . . . . . . . . .7.05–.07,
. . . . . . . . . . . . 7.157–.159, Table at 11.04,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.38–.39

U
UBTI. See unrelated business taxable income
UMBRELLA PLANS. See wrapper contracts
UNALLOCATED ASSETS . . . . . . . . . . . . . . . . . 5.77
UNALLOCATED CONTRACTS . . . . . 6.34, 8.57
UNALLOCATED FUNDING
ARRANGEMENTS . . . . . . 5.474, 6.32–.36,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.55
UNALLOCATED SHARES. See suspense
account
UNCERTAINTIES. See risks and uncertainties
UNDERSTANDING ENTITY, AND ITS
ENVIRONMENT, INCLUDING ITS
INTERNAL CONTROL . . . . . . . . . . . 3.12–.29
. Engagement team discussions . . . . . . 3.23–.24
. Entity and its environment . . . . .3.25–.27, 3.37
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 3.12–.14
. Internal control . . . . . . . . . . 3.28–.29, 4.01–.10
. Risk assessment procedures . . . . . . . 3.15–.22
UNDERSTANDING ENTITY’S RELATIONSHIPS
AND TRANSACTIONS . . . . . . . .2.107–.109
UNEMPLOYMENT BENEFITS . . . . . . . . . . . . 9.02
UNINSURED PENSIONER MORTALITY
(UP) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.91
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UNIT CREDIT METHOD . . . . . . . . . . . . . . . . . . 6.82

VOLUME SUBMITTER PLANS . . . . . . . . . . . . 9.07

UNITIZATION IN ESOPs . . . . . . . . . . 5.34, 5.408

VOLUNTARY EMPLOYEE BENEFICIARY
ASSOCIATION (VEBA)
. Auditing considerations . . . . . . . . . . . . . . . . . 9.30
. Financial statement disclosures . . . . . . . . 7.130
. Generally . . . . . . . . . . . . 7.05, 7.07, 7.159–.164
. Investment limitations . . . . . . . . . . . . . . . . . . . 7.43
. IRC requirements . . . . . . . . . . . . . . . . . . . . . . . 9.02
. Tax determination letters . . . . . . . . . . . . . . . . 9.09
. Unrelated business income tax . . . . . . . . . . 9.18
. Unrelated business taxable
income . . . . . . . . . . . . . . . . . . . . . . . . . . .9.15–.16

UNITIZED ACCOUNTS . . . . . . . 5.33–.35, 5.224
UNITS OF PARTICIPATION, DEFINED . . . . 8.40
UNMODIFIED OPINIONS. see also modified
opinions . . . . . . . . . . . . . . . . . . . . . . .11.25–.52
. Auditor’s specialist . . . . . . . . . . . . . . . . . . . . . .2.93
. Defined benefit pension plans . . . . . . 11.35–.36
. Defined contribution retirement
plans . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.25–.34
. Full-scope audits . . . . . . . . . . . 11.20, 11.50–.55
. Generally . . . . . . . . . . . . . . Table at 11.04, 11.10
. Health and welfare benefit plans . . . . . . . . 11.37
. With modifications to report on supplementary
information . . . . . . . . . . . . . . . . . . . . . 11.46–.52
. Reporting on financial statements of a
trust . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.38–.39
. SEC Form 11-K filings . . . . . . . . Table at 11.04,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.40–.45
UNRELATED BUSINESS TAXABLE INCOME
(UBTI) . . . . . . . . . . . .7.159, 9.02, 9.14–.22,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.27, 9.30
UNRELATED TRADE OR BUSINESS . . . . . . 9.15
UP. See uninsured pensioner mortality
U.S. GAAP. See generally accepted
accounting principles
U.S. TREASURY SECURITIES . . . . . . . . . . .8.132

V
VACATION PLANS . . . . . . . . . . . . . . . . . . . . . . . 7.03
VALUATION
. ESOPs . . . . . . . . . . . 5.409, 5.441, 5.443–.449,
. . . . . . . 5.608, 5.670, B-17 to B-19 at 5.801
. Fair value. See fair value
. Of investments . . . . . . . . 8.15–.34, 8.123–.125
VEBA. See voluntary employee beneficiary
association
VENTURE CAPITAL FUNDS . . . . . . . . . . . . .8.160
VFCP. See Voluntary Fiduciary Correction
Program
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VOLUNTARY FIDUCIARY CORRECTION
PROGRAM (VFCP) . . . . . . . . . . . . . . . . . 2.125
VOTING RIGHTS, ESOPs . . . . . . . . . 5.412, B-22
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 5.801

W
WASTING TRUST . . . . . . . 5.105, 6.119, 7.148
WELFARE BENEFIT PLANS. See health and
welfare benefit plans
WELFARE CLAIMS, SUBSTANTIVE AUDIT
PROCEDURES . . . . . . . . . . . . . . . . . . . . . 7.208
WITHDRAWALS, ESOPs . . . 5.72, 5.260–.262,
. . . . . . . . . . . . . . . . 5.468–.470, 5.652–.658
WORKING PAPERS OR WORKPAPERS
. Audit planning . . . . . . . . . . . . . . . . . . . . . . . . . . 2.36
. Communication with those charged with
governance . . . . . . . . . . . . . . . . . . . . . . . . . 10.35
. DOL access to auditors’ working
papers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.40
. Risk assessment . . . . . . . . . . . . . . . . . . . 3.54–.55
WRAPPER CONTRACTS . . . . . . . . . . 5.43, 5.46,
. . . . . . . . . . . . . . . . . . . . . . . . . 5.227, 7.08–.11
WRITTEN COMMUNICATION, TO THOSE
CHARGED WITH GOVERNANCE . . . .10.34
WRITTEN REPRESENTATIONS
. Audit completion procedures . . . . . . . . . . 10.10,
. . . . . . . . . . . 10.16–.22, Exhibit 10-1 at 10.22
. Noncompliance . . . . . . . . . . . . . . . . . . . . . . . 2.120
. From specialist . . . . . . . . . . . . . . . . . . . . . . . . . 2.70
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